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LEGISLATIVE PROPOSALS TO FACILITATE 
THE SMALL BUSINESS LOAN INCENTATIVE 
ACT OF 1993 



THURSDAY, MARCH 4, 1993 

U.S. Senate, 
Committee on Banking, Housing, and Urban Affairs, 

Subcommittee on Securities, 

Washington, DC. 
The subcommittee met at 10:06 a.m., in room SD-628 of the 
Dirksen Senate Office Building, Senator Christopher J. Dodd pre- 
siding. 

OPENING STATEMENT OF SENATOR CHRISTOPHER J. DODD 

Senator Dodd. The subcommittee will come to order. 

Let me welcome all of our panelists here this momine to this 
hearing on three bills, the Smsul Business Incentive Act, tne Small 
Business Loan Securitization and Sec<mdary Market Enhancement 
Act, and the Small Business Capital Enhancement Act. 

Tliese are three different measures introduced by members of 
this committee with one common objective or common denominator 
that goes through all three of them, and that is to increase the flow 
of capital to small businesses in this country. 

In my view, this is one of the most important efforts of the Secu- 
rities Subcommittee in this Congress. We simply must have, and 
I think all would agree, a strong and growing small business sector 
to create the jobs that are so desperately needed in our Nation. 

The New England region, to cite my own area of the country, has 
been suffering the longest and deepest recession since the Great 
Depression of the 1930^. In Connecticut, the recession has claimed 
one of every eight jobs over the last 4 years. Over 200,000 people 
have been placed on the unemployment lines. 

These jobs in the past were held by laborers, construction work- 
ers, clerical employees, mid-level managers, financial service em- 
f>loyees, small business owners and workers, many of whom have 
ost not onlv their jobs and their businesses but uieir homes and 
their way of life. 

We are facing a tragedy of historic proportions, severely deep- 
ened by the credit crunch. Sixty percent of all Connecticut busi- 
nesses responding to a recait survey reported credit availability 
problems in their mdustries. 

When banks do not lend, obviouslv businesses don't grow. Good 
soimd businesses in my State have had to foreg[o opportimities for 
expansion and job creation simply because capital was not avail- 

(1) 
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able. Others have had to shrink their operations and lay off tal- 
ented employees. And still others have gone bankrupt. 

This problem has been especially severe for small businesses 
which traditionally have relied on bank loans for their financing 
needs. Ninety-eight percent of all firms in mv State employ less 
than 100 people, 87 percent have fewer than 20 employees. These 
small businesses have been the primary source of economic growth 
and job creation not only in my own State but across this country. 

I nave talked with small business owners in my State who have 
gone to bank aiter bank, lending institution after lending institu- 
tion, who have been turned down time after time after time. They 
tell me that small businesses trying to get loans in the $25,000 to 
$400,000 range just cannot get a mme from their lending institu- 
tions. 

We simply must look for ways to help these small firms get the 
capital that they need to grow and prosper and to put people back 
to work. This is not only an issue of some concern to me, but my 
colleagues on both sides of the aisle here. We did a survey of the 
questions that have been raised l^ members of this committee over 
tne last 6 weeks. And, Mr. Chairman, I would tell you that in the 
neighborhood of % to ^4 of all questions raised by all members of 
this committee regardless of the hearing and the subject matter 
have been related to the credit crunch and the lack of available 
funds for business expansion, |n^owih, and new starts. 

The Small Business Incentive Act of 1993, which I introduced 
with Chairman Ri^le and Senator D'Amato, Senators Bryan, 
Kerry, Domenici, andMack is a part of the broader effort to do just 
that. The bill is intended to reduce the regulatory burdens on ven- 
ture capital funds, business development companies, and other fi- 
nancing vehicles tnat supplement or serve as alternatives to bank 
lending. 

Senator D'Amato's bill, the Small Business Loan Securitization 
Act, which I have co-sponsored along with others, is another part 
of that effort. It is designed to help biEmks tap the public securities 
markets to replenish the funds they loaned to small businesses. 

I know there are some practical impediments to this approach, 
but I think we have to explore every possible avenue to see if there 
are ways to bring more fimds to tne small business community. I 
also hope that at some point, the committee will give serious con- 
sideration to the Interstate Banking and Branching Act, which I in- 
troduced last month, to tackle the regional nature of the credit 
crunch. 

I think we all have to face the reality that we've got a 1930's 
banking system trying to deal with the problems of the 1990's and 
the 21st century. Interstate branching, from my perspective, is long 
overdue. 

These three measures, the Small Business Incentive Act, the 
Small Business Loan Securitization Bill, and the Interstate 
Branching Bill cost taxpayers absolutely nothing. There is not a 
dime of Federal funds involved in any of those approaches. Each 
of these measures is intended to lower the cost of capital, lower the 
cost of doin^ business, and ultimately lower the cost to consumers 
with no additional cost, no additional cost, to the American tax- 
payer. 
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Of course, there are other considerations that come into play, 
such as investor protection, bank safety, and soundness. Not insig- 
nificant issues. We've got to look for practical solutions to the crecut 
crunch and we cannot be shy about asking whether our current 
regulatory structure mav be a part of the problem. 

I might add that I am particularly pleased that Senator 
D'Amato, the ranking Republican, of course, on the full committee 
has been both a leader and a partner on each of these three meas- 
ures I have mentioned. In virtually every Banking Committee hear- 
ing I have attended over the past several years, the Senator from 
New York has raised the issue of the credit crunch, the impact on 
small business, and the need to take action. 

The chairman of the full committee has also, on numerous occa- 
sions, most recently in hearings with Alan Greenspan and others, 
focused strenuously on this particular issue in trying to seek ways 
in which we can increase the flow of capital. 

Two years ago, Chairman Greenspan specifically acknowledged 
that there is in fact a credit crunch. And that acknowledgment was 
long overdue, in my view. 

I have sat on this committee, as I and my colleagues have for 
years, and frankly we could not even get an acknowledgement of 
the existence of a credit crunch. It may not seem much to many, 
the fact that the chairman of the Federal Reserve Board finally ac- 
knowledges that there is a credit crunch may not seem like climb- 
ing a mountain, but after 2 or 3 years of an unwillingness to recog- 
nize the issue, we welcome it. 

In fact, to quote him, he says a mcgor factor in the problems 
small businesses have in their ability to finance their employment 
and product growth is, of course, the lack of capital. 

My reaction to that is, where have you been, quite frankly. Busi- 
nesses in my State and across the country have been telling us that 
for years. We need to look to every possible means to address the 
problem. 

The Small Business Capital Enhancement Act, which Chairman 
Riegle introduced on Tuesday, and which I have cosponsored as 
well, would authorize a modest level of Federal seed money and 
State funds to be used to establish loan loss reserve funds for 
banks making small business loans. That is a critical, critical issue. 
Because one of the rubs and complaints that we have from the 
lending institutions is their concerns about being able to maintain 
that loan loss reserve accounts. 

And so it is a significant proposal. My hope is that we will give 
that prompt consideration as well. 

I luiow that Chairman Riegle, as I said a moment ago, has a 
deep commitment to solving the problems that we're discussing 
here this morning. And of course I am well pleased that he is here, 
as he always is, for our subcommittee hearings. I am confident 
that, with his help, the Securities Subcommittee can do its job and 
develop a legislative package that members can support and move 
through the Congress. 

My hope would be that we would move on this legislation as 
promptly as we could, Mr. Chairman. Obviously, you've got to con- 
sider all t^e ramifications of what we're proposing. But I can't 
think of anything more important that our subcommittee could do 
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in its contribution to these efforts than to try and ease the credit 
crunch for small businesses. 

I obviously was deUg[hted, as I know my colleagues were, to hear 
President Clinton in his State of the Union message twice refer to 
the credit crunch issues and their significance and importance. And 
again, just the other day, in speaking to a group of people, empha- 
sned it again and it was the subject of lead stories in most of our 
major newspapers across the countiy. 

So clearly the administration, this administration, has a height- 
ened degree of sensitivity in my view about this issue. It seems to 
me as an opportunity for us now, at this side of Pennsylvania Ave- 
nue, to pick up that acknowledgement and try to translate it into 
some intelligent legislative proposals that can ease the capital flow 
so that businesses can grow and expand. 

Again, thty're the engine of our economy. It gets said so often, 
I'm almost tired of saying it, and almost tired of hearing it. But no 
one denies that without small business growth and expansion that 
our economy is not going to recover. In fact, it probsd^ly came as 
a surprise when I Quoted the number of small Dusinesses in my 
State. Most people think of it as the home of the major insurance 
companies and major defense contractors. But real economic 
growth in my State depends upon small businesses. 

And if we don't try and ease that credit crunch and increase the 
flow of capital, then I am fearful that despite all of our other efforts 
we are not goin^^ to be able to get out of this recession. 

I thank all of our witnesses for being here this morning. We've 
got you jaihmed in there like cattle here. 

yfhait I hope will happen is we'll take your testimony and then 
we'll have a good discussion here about this subject matter. We 
want to create as much informality as a committee nearing will tol- 
erate. 

So I apologize for packing you in, but you will get to know each 
other better this way, too. 

[Laughter.] 

Senator Dodd. Senator D'Amato. 

OPENING STATEMENT OF SENATOR ALFONSE M. D'AMATO 

Senator D'amato. Well, Mr. Chairman, let me commend you for 
calling this hearing and focusing on the critical issue of getting 
capital to the small business community. In your statement, you al- 
luded to the remarks made by President Clinton in his State of the 
Union message about the small business credit crunch. Even Alan 
Greenspan has conceded that there is a credit crunch. Two years 
ago. the Fed said there was onlv anecdotal information about the 
credit curch and that they couldn't accurately study the extent of 
this problem. 

This is part of why I voted a^inst Chairman Greenspan's recon- 
firmation, Mr. Chairman. I thmk I was the only person on this 
committee who did vote aeainst him — and I was right then. 

I would ask that mv full statement be placed in the record as if 
read in its entirety. Mr. Chairman, you have put forth a very inter- 
esting; proposal to make it easier for small businesses to access cap- 
ital, including venture capital. I have also put forth legislation to 
open up the capital markets to small businesses. 
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Mv bill the '"Small Business Loan Securitization and Secondary 
Maarket Enhancement Act," allow banks to sell small business loans 
to an issuer who will pool the loans, securitize them and sell the 
securities. We should give to the banks every opportunity to move 
as vigorously as they possibly can in the area of making capital 
avidlable to small businesses. If we ciui empower them to do so by 
leUing market forces work and without risk to the taxpayer, then, 
le^ do it. 

This idea worked successfully in 1964 when we provided for the 
securitization and development of a secondary market for home 
mortgages. We should do the same thing in the area of small busi- 
neisses by making it easier for an issuer to pool their loans, 
s#curitize them, and s^e if the free market system will work. 
Today, banks are penalized for making loans — ^tne regulators are 
on them and they have to set up hig^ reserves. 

If it's possible to set up a system whereby banks can sell these 
loans or a portion of them and be in a position to then provide fur- 
ther capital to more small businesses, then it should be done. 

I will refer to one part of the written statement. Much like my 
flriend Senator Dodd's State of Connecticut, when we did have jch 

Ewth in New York from 1976 to 1986 where there was a million 
V jobs created, 70 percent of those almost million jobs came from 
small business community. Today even healthy small busi- 
fiesses are finding that their lines of credit are being curtailed and 
n some cases totally eliminated. 

This doesn't mean that the banks are bad — they want to make 
loans. Banks have to do what is prudent for them particularly in 
lig^t of the new FDICIA requirements. 

The person iniured in all of this is the small business person. 
The economy also suffers because without healthy small busi- 
nesses, there will be very little job growth. As we read in the news- 
papers constantly, larger businesses are cutting back on jobs look- 
ing to operate on the bottom line. If we don't find a way to get cred- 
it to small businesses, we're going to continue to lag in the area 
of job and overall economic growth. 

So far, we have 35 cosponsors for this legislation. Six or seven 
of those cosponsors are Democrats, including Senator Dodd and a 
number of other members of this committee. I want to commend 
the chairman of the full committee. Senator Riegle, for his coopera- 
tion and spirit of bipartisanship in which we have been going forth 
on this legislation. 

Today we are talking about doine what's best for the people. I 
would like to thank Chairman Dodd and the chairman of the full 
committee. Senator Rieele, for convening this important hearing 
and for moving this legislation forward quickly. 

Thank you. 

Senator Dodd. Thank you very much. Senator D'Amato. 

Senator Riegle, Mr. Chairman. 

OPENING STATEMENT OF SENATOR DONALD W. RIEGLE, JR. 

Senator Riegle. Thank you. Chairman Dodd. And let me say as 
well how much I appreciate your leadership on this issue and the 
fact we're meeting here early in the session with distinguished wit- 
nesses. 
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And also I would thank Senator D'Amato for his leadership. I 
think the spirit of bipartisanship that you speak about has been 
the practice of this committee now certainly over the 4 years that 
I've been chairman and it's the way we should work and impor- 
tantly the way we will work on this issue. 

I think it is a sign of the real importance of this issue that a 
number of proposals are coming from the Congress and from the 
new Clinton administration to stimulate small business capital for- 
mation. Senators Dodd, D'Amato and I, along with other Senators, 
have introduced the Small Business Incentive Act, which has been 
mentioned. This bill was developed last year by tJie Securities and 
Exchange Commission and the SEC staff has made additional sug- 
gestions since last year that are now contained in the new bill. 

Amon^ other things, the bill creates a new exemption for busi- 
ness and industrial development corporations, known as BIDCO's, 
which provide financial or managerial assistance to enterprises 
doing business in a State. In my home State of Michigan, we have 
been a particular leader in this area. 

In the mid-1980's. Governor Blanchard and the legislature cre- 
ated the Michigan Strategic Fund to make capital and technology 
available to Michigan businesses. And my colleagues mig^t be in- 
terested to know that that fund has invested over $21 million in 
ten private sector Michigan BIDCO's. 

But then there is a leverage factor that goes to work. The 
BIDCO's in turn have raised additional private capital and have 
now invested over $34 million in 79 different Michigan small busi- 
nesses. 

Also on the agenda this morning is the Small Business Capital 
Enhancement Act and this is similar to legislation that I intro- 
duced last vear with Senators Dodd and Lieoerman. And this bill 
is also modeled in large part after Michigan's Capital Access Pro- 
gram. 

The Capital Access Program encourages banks to make more 
loans to small and medium-size businesses. If a bank places a loan 
in the program, the bank, the borrower, and the State each pay a 

f)remium into a reserve fund. This fund protects the lender against 
OSS on the loan. 

Michigan banks have now made more than 1,800 loans to small 
and medium-size businesses under the program with an average 
loan size of $50,000. For each dollar contributed by the State to the 
reserve fund, Michigan banks have turned around and loaned $22 
million. So you see the leverage involved. And this enables the 
State to stimulate substantial lending with a very modest invest- 
ment and modest risk. 

The bill authorizes $50 million for the Federal Government to 
match State contributions to such programs. The Federal Govern- 
ment's role is limited to approving State programs, funding the 50 
percent reimbursement to the States, and confirming that the 
States are enforcing the agreements with participating lenders as 
required by the bill. 

Finally, Senators Dodd and D'Amato and a number of other Sen- 
ators have introduced the Small Business Loan Securitization and 
Secondary Market Enhancement Act. And Senator D'Amato par- 
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ticularly has taken the lead on this. We have met and talked about 
it and we are continuing to work on it together. 

This bill is intended to foster the securitization of small business 
loans where loans are pooled and then sold to investors. And I sup- 
port the concept of developing a secondary market for small busi- 
ness loans. And I want to commend Senator D'Amato for leadership 
on this particular bill. 

Legislation in this area will be a very high priority for the com- 
mittee and I look forward to working with all the members of the 
committee, Senator D'Amato on that issue, Senator Dodd on the is- 
sues that he's taken the lead on here, the regulators, and other in- 
terested parties on a bipartisan bctsis to develop a final legislative 
proposal that we can pass and move. 

We obviously want to work closely with the Clinton administra- 
tion as well and I intend to do so. 

Finally, Mr. Chairman, the proposals to be considered this morn- 
ing are, in mv view, important steps in the right direction. And I 
would hope that the committee can pass and enact and sign into 
law a package of legislation designed to help small businesses raise 
capital. We do have an excellent panel today, including representa- 
tives of small business, venture capital, the securities industry, and 
securities regulators. 

I particularly want to thank Gary Baker of Ann Arbor for joining 
lis. He put his University of Michigan MBA to use as co-mimder 
and president of Access BIDCO, providing financing to Michigan 
businesses. He also is a trustee of National Small business United, 
and vice chairman of the Small Business Association of Michigan. 
And I particularly welcome his comments this morning and those 
of our other witnesses. 

Senator Dodd. Thank you very much, Mr. Chairman. 

Senator Murray. 

OPENING STATEMENT OF SENATOR PATTY MURRAY 

Senator Murray. Thank you, Mr. Chairman, and members of the 
panel. I really appreciate your holding this hearing today and giv- 
ing us an opportimity to hear fix)m you on this most critical topic. 

It seems to me if we want to get our economy going again, ^s 
is exactlv what we need to be looking at. 

Just this week in my office I had some business people firom one 
of our local timber towns. And as all of you know, timber is a de- 
clining natural resource in the State of Washington and the Pacific 
Northwest. These business people were from a manufacturing com- 

Eany that makes pressed board. And because of the chip supply 
eing so dramatically reduced, they had developed a product to 
make pressed board out of waste paper, to use our garbage to make 
pressed board. 

It was a very impressive project and they were well on the road. 
But what was inhibiting them firom doing it was lack of capital for 
the research and development, for actually building the equipment 
and for its maintenance. 

This is the kind of company that is the future of Ameiica. Not 
only will it help our timber towns that are in so much trouble, but 
it eliminates garbage, a costly problem for all of us. 
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And I just felt very frustrated talking to them because all they 
needed was some capital to get going. They would be providing jobs 
in the future. This is what our economy needs to do. And I am very 
excited to hear about what you have to say about this very impor- 
tant venture. 

Thank you. 

Senator Dodd. Thank you very much, Senator. 

Let me just say to all of vou that we will have opening state- 
ments and any materials the members want to include in the 
record will be included. 

And let me just say to our witnesses that I'm going to have this 
clock on here. I realize that some of you have significant state- 
ments which you'd like to make a part of the permanent record, 
and that will be done. So any supporting documentation and the 
entirety of your remarks will be included in the record. 

If I could, I would like to ask you to get to your points on this 
so we can open it up to the discussion and question period which 
I think can be extremely helpful to all of us here. 

So with that admonition, I say the clock is there for the purpose 
of guidance. CM^viously, if vou're in the middle of thoughts, continue 
witii them. The clock will just give you an awareness of the time 
so you can try and wrap up so we don't get bogged down in too 
many long statements. 

We are pleased this morning to have with us — and I will intro- 
duce you in the order in which you're at the table here — John 
Rennie, with Pacer Systems, Inc., of Billerica, Massachusetts. He 
is also with the National Small Business United in Washington, 
DC. 

Gary Baker of the Baker Investment Group from Ann Arbor, MI, 
and formerly with Access BIDCO, is a board member of the Na- 
tional Small Business United. 

Jeff Widen is the president of Total Foam, Inc., of Bridgeport, 
CT. I want to thank you. You've got an interesting story to tell and 
I will let you tell it to my colleagues here on the committee. It's 
worth noting. 

David Gladstone is the president of Allied Capital Corporation in 
Washington. He will be testifying on behalf of the National Asso- 
ciation of Business Development Companies and the National Asso- 
ciation of Small Business Investment Companies. 

Patricia Cloherty is the senior vice president and general partner 
of Patricof & Company Ventures, Inc. of New York, and is testify- 
ing on behalf of the National Venture Capital Association. 

Tom Richmond, Jr., is the first vice president of McDonald & 
Company Securities from Cleveland, OH. 

Patricia Jehle is the senior managing director of Bear, Steams 
of New York, and is testifying on behalf of PSA, the Public Securi- 
ties Association. 

Marianne Smythe is the director of the Division of Investment 
Management, at the Securities and Exchange Commission. We 
thank you, Marianne, for beine with us today. 

And Barry Guthray has already been introduced by Senator 
D'Amato 

[Laughter.] 
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Senator DoDD. He is the director of the Massachusetts Division 
of Securities. And I should almost start with vou. 

But I don't want to do that. I said we would go the route I intro- 
duced you in. So John, we'll begin with you at that end of the table. 
And again I want to thank all of you for coming and I apologize 
on doing it this way. It's a little ti^t. But believe me, we thoui^t 
it worked pretty well in the past So if you put up with us this 
morning, we think we can move things along pretty well. 

We have an opening statement, by tne wav, from Senator 
Gramm and I know there will be otiiers that will want to include 
their opening remarks and diey will all be made part of the record. 

John. 

STATEMENT OF JOHN C. KENNIE, ON BEHALF OF NATIONAL 
SMALL BUSINESS UNITED, WASHINGTON, DC 

Mr. Rennie. Thank you, Mr. Chairman. I appreciate the oppor- 
timity veiy much to testify here today. I am testifying on behalf of 
National Small Business United, with 65,000 memter companies 
around the country. And also as the chief executive of my own com- 
panv, which while it's at the top end or approaching the top end 
of the small business sector, nevertheless I think it is instructive 
to point out that our company, 25 years old and relative well estab- 
lished and fimdamentallv soimd, in the last year has had difficulty 
in raising financing botn in terms of short term money and long 
term. And I would oe happy to talk about those colorful stories as 
well in the discussion. 

I would certainly commend you, Mr. Chairman, and the commit- 
tee in taking up this very him priority policy area. We know now, 
and it is becoming more estsublished every day, if we expect to see 
an economic recovery with job growth, then that will be dependent 
on a strong small business sector. And therefore, it's going to be 
critical that small business is able to obtain affordable short term 
and long term financing. 

This shortage of financing has been especially acute lately due to 
the regulatory and economic forces that have caused the financial 
institutions to become even more risk-averse than they are nor- 
mally. A survey done by NSBU with Arthur Andersen snowed that 
a number of small companies had great difficulty getting loans; and 
those that have gotten loans, and sometimes this is lost, that those 
that have gotten loans in recent years or other financing have done 
so under somewhat adverse covenants and so forth. And certainly 
my company falls in that category. 

I think I would like to center most of my comments on the gen- 
eral comments and some additional suggestions, since that, I think, 
is my principal role here since you have a number of technical ex- 
perts that can talk specifically to the bills. 

I want to point out that first of all, the commimity of small busi- 
nesses we have in the United States is imique in the world. In fact, 
in western Europe, when during the 1980's when so many millions 
of jobs were being created here, there was a net decrease of jobs 
in western Europe with capitalistic type systems. And the reason 
for that is because they do not have the new company formations 
and the small business growth that we have in the United States. 
So in a way, even thougn we may find ourselves battling with eco- 
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nomic blocs in the future, the one thing that we have that the 
other two blocs don't have is a real vital small business sector. 

And so it is absolutely a competitive advantage right now. I 
think it is something we must preserve in the future. 

The very size, however, and diversity of the small business com- 
mimity makes it difficult for policymakers. There's a tendency, al- 
though I am happy to see recently that business is not being con- 
sidered monolithic, but tliere is a tendency to try to treat all busi- 
nesses the same. And of course, we are not all the same. And even 
within the small business community, we are not the same. 

In my testimony I point out that while we may have 20 million 
or so small businesses in the country, 15 million are essentially 
proprietorships, very small companies of that nature, unincor- 
porated companies. And the other five million are the ones that 
have at least one full- time employee. 

Now, the ones that are in the 15 million sector have one set of 
problems. They are a very dynamic sector. They are basicalW, you 
know, individuals who are working and need micro loans and oper- 
ate from their own capital in many instances. 

When you ^et to tifie second group, which my company is a part 
of, the five million, they break into two important types. One type 
is what I have characterized as the lifestyle companies. These are 
companies where the owners get financial pay back from ongoing 
cashflow from the company. Either of these are perfectly legiti- 
mate; they are just different strategies for financial payback. 

The other part of the five million that have the employees — at 
least one employee and they build up to 500 employees in the sec- 
tor, are the growth companies. And that growth even is varied from 
one company to another. There's the explosive growth, techno- 
logical type companies, if you will. And then you have less high 
growth, but nevertheless growth-type companies inferring need for 
periodic infusions of money in addition to their operating capital. 

The whole point of bringing this up is because it is important to 
understand that when you are addressing the small business com- 
munity in terms of financing, you're looking at a mosaic. You're not 
looking at one silver bullet. You're not looking at just one type of 
financing that is important. 

So as a result, I have suggested in here that your— the acts, the 
two acts that we primarily focused on and then Chairman Riegle's 
act which we read I think yesterday address these things. In the 
sense they are hitting various aspects of the mosaic, and we think 
that's very, very important, not only in and of themselves, but in 
fact that they recognize that there are different kinds of financings 
that are required by different kinds of companies. And that is very 
important. 

We had sumested — ^I have suggested a few new things or addi- 
tional things tor the committee to consider. One is the long-term 
financing of lifestyle type companies. Some years ago in the early 
1980's we proposed a new instrument called the Small Business 
Participating Debenture. This was essentially a long term loan in 
terms of the lender, but in terms of the creditor, it had characteris- 
tics that were more like an investment, so it was more attractive 
from that viewpoint. We think another look at something like tiiat 
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may be worthwhile. I also have suggested an enhancement of the 
7-A loan program within the SBA. 

Also I would hke to mention a couple of things just quickly hav- 
ing to do with overseas finance. 

Senator Dodd. Since you mentioned the 7-A, let me just address 
that. I have raised that issue as well. 

I was stunned to find out, despite the efforts to get the fund, and 
to get the monies up, how few lending institutions wanted to be a 
part of the 7-A proCTam. 

Mr. Rennie. Well, that's part of the problem, as I mentioned. 
There in Massachusetts, for example, the Danvers Bank, which is 
a $240 million bank, made more small business loans last year 
than any bank in Massachusetts. 

Now when you look at the large money center banks, they're just 
not participating. And that's — we need to get those big money cen- 
ter banks into the action. 

The two areas that I would just quickly point out in the foreign 
area, I would recommend that the committee investigate and per- 
haps hold hearings on how to talk about the availability, the cost, 
and the linking of affordable off-shore financing to the small busi- 
ness community of the countiy. Because I have found so far that 
ofi*-shore financing right now is much more competitive in most of 
the areas that I deal with than with United States, especially long 
term financing. 

And second, I think if we are talking about Government help in 
terms of small business in the international area, I think we need 
to work in the areas of how to support the guarantees or whatever 
in the areas of standby letters of credit and bonding. 

Many times, in operating capital, the company may be able to 
sustain itself. But if you get real good reaction in overseas markets 
that may require standby letters of credit and so forth, that's 
where you begin to use up your credit very rapidly. So I just bring 
those two to your attention. 

Thank you, Mr. Chairman. 

Senator Dodd. Thank you very much. Those are good sugges- 
tions. 

Mr. Baker, thank you for coming. 

STATEMENT OF GARY BAKER, BAKER INVESTMENT GROUP OF 

ANNARBOR,MI 

Mr. Baker. Mr. Chairman, members of the subcommittee, good 
morning. My name is Gary Baker. I am founder and president of 
Baker Investment Group, a small business and real estate invest- 
ment firm in Ann Arbor, MI. 

Among other activities, I was co-founder and president of Access 
BIDCO until last year when I left to form Captec BIDCO, which 
is in the process of being formed. 

I am a member of the Board of Trustees of the National Small 
Business United, which is the oldest trade association exclusively 
representing small business in the country. 

Thank you for the opportunity to address you on the problems 
of access to credit, which is debt, and access to capital, which is eq- 
uity. 
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The Small Business Incentive Act of 1993 seems to be a step in 
the rieht direction. And for this we should all thank you. This act 
is fairly technical and in the interest of time, I shall confine my 
testimony to section 204, which would automatically exempt 
BIDCO's from regulation under the Investment Company Act of 
1940 under certain conditions, thereby reducing the need to obtain 
an individual exemption on a case-by-case basis. 

An understanding of BIDCO's would be helpful in considering 
the ramifications of this section. BIDCO's are a new type of finan- 
cial institution. They are designed to provide access to debt and/or 
equity capital for the small and medium size companies. BIDCO's 
fill the gap between typical low-risk, low-return commercial bank 
lending and high-risk, high-return venture capital investing. It is 
the middle-risk, middle-return market that we're talking about. 

In the case of Michigan BIDCO's, they are Michigan corporations 
licensed pursuant to the Michigan BIDCO act. Tney are private 
for-profit corporations that are licenced and re&[ulated by the Michi- 
gan Financial Institutions Bureau, which is tne same agency that 
regulates State chartered banks, savings and loan associations, and 
credit unions. 

BIDCO's are subject to examination at any time by the commis- 
sioner of the Financial Institutions Bureau. Such examination is 
required at least annually. 

The regulatory system administered by the Financial Institutions 
Bureau is designed to prevent fraud, conflicts of interest, and mis- 
management and to promote competent mana|^ement, accurate rec- 
ordkeeping, and appropriate communication with stockholders. 

Now, being subject to the regulatory and enforcement provisions 
of the act, provide the comfort to prospective shareholders as to fa- 
cilitate equity investment in BIDCO's, and to prospective debt 
sources to facilitate borrowing of money by the BIDCO's, and in 
general to safeguard the reputation of BIDCO's as a type of finan- 
cial institution. 

This very careful regulation and supervision of BIDCO's could 
and should supersede tne protective intent of the Investment Com- 
pany Act of 1940. There are, however, three restrictions on this 
automatic exemption as stated in section 204 that I would like you 
to reexamine. 

First, section 204 states that BIDCO's will automatically be ex- 
empt if thev propose to do business primarily in that State. I think 
this should be left up to the State that recnilates the BIDCO's. 
While it is true that most if not all BIDCO's currently operate 
within the State in which they were formed, this may not always 
be the case. 

As specialization creeps into the financing industry, at the same 
time, State boundaries fade as a realistic barrier to trade, it is very 
conceivable that specialty BIDCO's will be formed around certain 
industries where there is common knowledge and understanding. 
This is certainly true for the venture capital industry. 

If a BIDCO can conduct its affairs in such a manner as to make 
the State regulatory agency comfortable with its market niche ap- 
proach and gain approval to loan mone^ to businesses outside the 
State, what additional benefit would this proposed law hope to ob- 
tain? 
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Second, section 204 states BIDCO's will automatically be exempt 
if at least 80 percent of each class of securities being offered must 
be held by persons who reside or who have substantial business 
presence in the State where the BIDCO is regulated. 

While this probably happens anyway, this requirement may not 
be necessary as long as aU olue sky laws and other securit}^ regula- 
tions are complied with in each State in which the securities are 
being offered. Which is what happens currently. 

Again, the State regulatory agency is very thorough. Because it 
has not only initial but an ongoing regulatory responsibility, they're 
going to look at this very carefully. 

This is a good bill, but it could be much better with a few 
changes. Those changes are small, but could be important to cer- 
tain BIDCO's trying to form without going through the months of 
waiting and unnecessary regulatory red tape at the Federal level 
just to gain an individual exemption an3rway. 

The Small Business Loan and Securitization Secondary Market 
Enhancement Act of 1993 is patterned after the Secondary Mort- 
gage Market Enhancement Act of 1984, which was tremendously 
successful at increasing funds available for residential mortgages. 
However, there are some important differences between the mort- 
gages on residential real estate and small business loans. 

First, mort^iges that are sold on the secondarv market are for- 
mula-driven. Standardization is the key here. That is, they have 
characteristics similar enough to conform to certain fairly specific 
requirements that allow them to be pooled with other mortgages 
and securitized. 

Manv small businesses need access to credit that fall outside this 
strict n)rmula that would be necessary to sell the loan. This would 
necessitate the banker writing two loans, one that could be pooled 
and securitized on the secondary market that would have less risk, 
and one that would be held by the bank that would have CTeater 
risk. This could mean that there would be less collateral for the 
second loan, because it is needed to support the first loan. Also, the 
second loan would probably be subordinate to the first loan. 

Currently, the banker writes one loan with a blended risk profile. 
Under the proposed legislation, the banker would carry a smaller 
subordinate loan with nieher risk or the banker woula decline to 
make the second loan altogether, thereby reducing the access to 
credit for small business customers. 

Neither position is good public policy. However, a BIDCO loan 
which is always subordinate to the bank loan could be substituted 
for the second bank loan without exposure to depository funds. 

The most important consideration should be given to include 
more than just traditional commercial banks as originators of 
loans. Just as the mortgage companies can originate residential 
morteages, amend this act to include other regulated nonbank 
small business lenders as originators of small business loans. The 
SBA allows for regulated nonbank lenders in its guaranteed loan 
program with great success. It's not the large banks that make the 
majority of small business loans; it's the small banks and it's the 
regulated nonbank lenders. 

As in the residential mortgage market and the SBA loan guaran- 
tee program, this could actually increase the funds available for 
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small business loans and increase competition in certain areas, as 
in the case of New England, for small business loan customers. 

This is a good bill. Again, with a few minor changes, it could be 
a great bill. 

Senator DoDD. Say it again. 

[Laughter.] 

Mr. Baker. In conclusion, I hope vou found this testimony valu- 
able. I have many other points wnicn are in my written testimony. 
I look forward to an opportunity to discuss this with you further. 

Senator DoDD. Those are good suggestions, and we are looking 
at them. I am intrigued, particularly with the first point that you 
make regarding within tne States. Obviously, someone who is a 
strong advocate of interstate banking and appreciates the impor- 
tance of trade between States and business between States ought 
to take a look at that. I appreciate it very much. 

Mr. Widen, we appreciate you being here. 

STATEMENT OF JEFFREY C. WTOEN, PRESIDENT OF TOTAL 
FOAM, INC^ OF BRIDGEPORT, CT 

Mr. Widen. That's quite all rirfit. Thank you. 

Good morning. My name is Jeffrey Widen and I am the president 
and founder of a small business. Aiid we are based in Bridgeport, 
CT, in Senator Dodd's home State. It is known as Total Foam. 

Prior to Total Foam, I had started two other companies in the 
foam packaging industry. And in both cases we were quite success- 
ful with the business, but quite unsuccessful with our long term fi- 
nancing. 

I had to sell one business because I lacked the financing to ex- 
pand. In both cases, they are quite successful today, unfortunately. 
One has sales of $100 million, and the other doing very, very well 
unfortunately has had to move out of the State and it has taken 
135 jobs with it. 

With Total Foam we have patented a unique foam packaging sys- 
tem that's ideally suited for packaging anything from electronics, 
computers, to glassware. I started Total Foam in 1987, invested ap- 
proximately $450,000 of my own money, and of course long hours 
and a standard quotient of blood, sweat, and tears went with it. 

During my first year, year and a half with Total Foam, I ex- 
plored every avenue of financing, banks, venture capital groups, 
whomever. Searched high and low for financing. And even with an 
excellent track record that I had, especially for the new business 
startup, I really didn't have any success at all in the northeast. 
And an initial call to a bank or a phone call was probably the ex- 
tent of my involvement and usually they didn't return my phone 
calls. 

After about a year and a half, I spent most of my personal funds 
on getting the product going, engineering, development, field ev£j- 
uations. And quite honestly, I was getting very concerned about the 
company's future. 

In late 1988, fortunately, I was introduced to Allied Capital Cor- 
poration. That's a business development group located here in 
Washington, DC. And with the support of Mr. David Gladstone, 
who is with us here today, we were able to raise the financing to 
really get the company going and get it off the ground. We were 
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able to finish the product development and get the marketing 
going. And to date they have invested a little more than $2 million 
m Total Foam. 

We have continued to make the rounds of Connecticut banks. 
And at last count, we have probably talked to about a dozen or so 
about a business loan, and we have had absolutely no success. We 
stated we are willing to do the paperwork for an SBA loan, and of 
course that's guaranteed, 90 percent of it is guaranteed by the full 
faith and creout of the U.S. Ck)vernment, as we all know. But the 
banks basically discouraged us from the paperwork and the in- 
volvement. 

At this point in time as I sit here, we still have no line of credit. 
And basically, although sales are increasing everv month, we had 
$160,000 in sales last month, we're on track to achieve $50 million 
in 5 years, but we are going to need financing to do that. 

My situation may be somewhat unique with my backg^round and 
whatever, but I can tell you that when I talk to other entre- 
preneurs and small businessmen in Connecticut, they say the same 
thing. And they say, basically, indeed banks are not making loans 
to small businesses. 

I am sure somewhere a small business is getting a bank loan as 
we speak. And I imagine there are some banks that are actively 
pursuing this marketplace. There, however, is an excruciating 
shortage of financing available in Connecticut which Chairman 
Dodd has pointed out. And I am in Bridgeport, and that situation 
is even worse in Bridgeport. There is very little money available for 
the small businessman. 

It is really a shame, too, because from what everybody knows 
and hears it's the small businessman that's creating iobs. And we 
employ about 25 people at the time. We have actually been market- 
ing about 1 year now. And we are growing all the time. Everyone 
says it's important to create these jobs for our national economy, 
but we need the financing to do so. 

About 50 percent of all the U.S. workers are employed by small 
businesses. And the curious thing is that there seems to be money 
for corporate takeovers where jobs and businesses are jeopardized 
but there is very little money available for the small businessman 
who is creating these jobs. 

I am sure banks are much less comfortable in ascertaining the 
worth of a small business as compared to loaning money for a car 
or a condominium development. But there has got to be some fi- 
nancing available somewhere. 

The Small Business Investment Act — Incentive Act, excuse me — 
and the Secondary Market Enhancement Act may be just what the 
banker needs. It reduces his risks, of course, because he can pool 
these loans and hopefully sell them to an investor. 

You know that the banker does get nervous in trying to evaluate 
something that he can't look up in a blue book or repossess. I hope 
there are no bankers here. 

I don't know exactly what I can say to your committee. Senator 
Dodd, to emphasize the small business crisis. But I do believe that 
the proposed legislation will help. 

I don t know exactlv how you're going to make the banks be more 
aggressive, but I do know one thing, and I want to point this out. 
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That without somebody like an Allied Capital, Total Foam wouldn't 
be in existence todav; we wouldn't have the jobs. 

I believe in Alliea Capital. Obviously they have been very good 
to us. And I believe in the business development company concept. 
These type companies seem much more at ease with the small 
business and what we're trying to do. And if these development 
companies could be stimulated to create more loans, this might be 
the answer you're lookine for. 

Also, if more of these Dusiness development companies could be 
created, this would also be helpful for the small businesses and for 
the U.S. economy in general. 

Senator Dodd, I hope your committee will lend a sympathetic ear 
to the small businessman and to legislation that would encourage 
business development companies to continue to develop and pros- 
per. And certainly I do appreciate the opportunity of being nere 
with you this morning and hopefully you will lend a sympathetic 
ear to the small business. 

Senator Dodd. Why do you not take a couple of minutes and ex- 
plain the concept of Total Foam. 

Mr. Widen. Any opportunity to promote the company. I hope this 
is on TV. 

[Laughter.] 

It is shooting liquid urethane foam around a product to protect 
computers, glassware, things like that that are quite heavy but 
very framle. What happens is, it expands 200 times as it rises 
around Sie product, so there is very little storage and very little 
material handling involved. It basically injects liquid urethane. 
Within 40 seconds, it is turned into basically a urethane packaging 
foam which is a flexible urethane. 

We were able to patent it. The other two companies I mentioned 
before also started sort of in the same industry, but what is excit- 
ing about this company is that we are able to do it very inexpen- 
sively. The equipment used to be $7,000, $8,000 cost to me before 
I could eet it in the field. Now I can produce the same kind of prod- 
uct for $200 to $300. We have been able to ehminate the heat, tiie 
pressure, all of the problems environmentally that we had before 
and we can still produce a product that anybody, from a small 
mailbox shipping situation to UPS, to — ^Well, Sikorsky. We just got 
all the Sikorsky Dusiness in Bridgeport. 

Senator Dodd. And that is as opposed to the beads, etc. 

Mr. Widen. Yes. It is the same idea. It actually provides a better 
packaging media. You do not have the beads ilying all over the 
place, and whatever. 

Senator Dodd. I want to come back to you and talk about that 
7-A program in a minute, because I am very upset about it. We 
fought like hell around here to get the additional funding for the 
7-A program, and I was stunned. You are right. Ninety percent? 
This is not a risk for a lending institution. They are just not doing 
it. We hear, and I am very sympathetic, and I think Senator 
D'Amato is probably also sensitive to the bankers who complain 
about the regulators coming in in a very heavy-handed way and 
discouraging the credit window from being open. But that argu- 
ment falls a little bit if your fine institution is unwilling to get in- 
volved in a program that really has almost no risk at all to the 
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lending institution. I want to be sympathetic to them, but I am not 
as sympathetic when I hear about their unwilUngness to involve 
themselves in a proRram that we have fought veiy hard to get ^e 
additional funding tor and that they are not taking advantoge of. 
I will come back to you in a minute on that. 

Mr. Gladstone, you have already been at least partially intro- 
duced by Mr. Widen, so thank you for being here. 

STATEMENT OF DAVID GLADSTONE, PRESIDENT, ALLIED CAP- 
ITAL CORPORATION, WASHINGTON, DC; TESTIFYING ON BE- 
HALF OF NATIONAL ASSOCIATION OF BUSINESS DEVELOP- 
MENT COMPANIES AND NATIONAL ASSOCIATION OF SMALL 
BUSINESS INVESTMENT COMPANIES 

Mr. Gladstone. Senator Dodd, thank you for inviting me back 
again. 

You asked for some comments on the current credit crunch, and 
I have one of my epistles, as vou referred to it before, and that will 
be read into the record, hopefully. 

What I would like to do now is just summarize some of the 
points that are in that, and tell you what my perception of what 
the credit crunch is all about. 

I was lending money to small business back in 1974 and 1975, 
as well as the 1981-1982 crisis, and I can tell you that the crisis 
today is much more deep and wide than it ever was back then. 

We are having a terrible time getting portfolio companies such 
as Jeff Widen's money to grow their companies. 

Primarily, as you know, the banks are the only people around 
that have a lot of money available for small businesses, and tiiere 
are two things that are killing the bank lending business: One 
being regulation, which has been talked about; and the other is liti- 
gation, which has not been talked about. 

In the first instance, the regulation I can cite some only because 
I sit on the Bank Board here in town, that the OCC regulations 
have become so strong that it mcJ^es it very difficult for a small 
business lender to loan monev to small business. 

If you have to have a regulation that has you doing an appraisal 
of a real estate every year because that is part of the collateral, it 
is going to cost you $3000 to make a $50,000 loan just to get the 
appraisal every year, so not many people are going to go into that 
business. 

If they do not do the appraisal, they get written up by regulators 
and no loan officer in his right mind is going to ieopardize his job 
in this environment by goin^ out and doing something that is going 
to be written up by the regulators. 

Most of the small business lenders are done on a character basis, 
not so much on collateral. The OCC re&[ulators constantly harp on 
the fact that small business loans are Being made on the basis of 
character. I would suggest that those are the best way to make 
loans. 

FinalW, I would like to mention that litigation is also destroying 
some of*^ this bank lending. You have today an environment in 
which most bank lending officers who have been lending money for 
the 1980's have been involved in multiple suits. 
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This is where the small business person, or the business involved 
turns around and sues the bank rather than paying back the 
monev. They have nothing to lose. If you know, the system today 
provides that a plaintiff can file a suit and claim anything they 
want to, frivolous or not, and tie up a bank for years and in essence 
extort money from them in order to go away. 

Senator Dodd. Are you talking about product liability suits? 

Mr. Gladstone. No. I'm talkmg about a small business, or big 
business that borrows money from a bank and then cannot pay 
them back. But, rather than deeding over the property, or walking 
away from it, they generallv sue the bank over some trivolous item 
such as 'Vou promised," or [Vou said you were going to do this." 

The whole marketplace is rife with these kmd of suits. They're 
called "strike suits." They are typically taken on a contingency by 
the law firms, and they are lookmg for any way they can to raise 
a couple hundred thousand dollars to several million dollars 
against the bank in order to go away from a situation that is a 
troublesome one for the bank and for tne small business. 

The only way to stop that is to have commercial suits that in- 
volve a situation whereby the plaintiff, if they lose, have to pay the 
legal costs of the defendant. We are tne only civilized Nation that 
I Know of that is involved in a situation whereby the plaintiff can 
bring a suit, cause all kind of destructive problems for the bank, 
and then walk away from it and have nothing to say afterwards 
other than thank you very much. 

Senator Dodd. You may be aware, but Senator Domenici and I 
are working on a package that we hope to be able to introduce at 
some point that involves strike suits like this and others. 

I have let you know about some of the product liability issues 
which is another legitimate area, but there is a whole body of re- 
forms that I think are needed in this area and you just identified 
one of them. 

We are working on some legislative proposals. 

Mr. Gladstone. I think every loan officer is going through some 
kind of shellshock rieht now from all the lawsuits and testimony 
that they are involvea in. 

More specifically, I would like to comment that section 207 of the 
Act that requires that BDC make available managerial assistance 
in all situations, should be relaxed as the bill calls for simply be- 
cause there are some very small businesses that you do not need 
to help. 

For example, in Jeff Widen's case we are very willing and able 
to go help him, but there are muffler shops and small dry cleaners 
who do not need managerial assistance. In order to get those peo- 
ple money, you need to relax that provision. 

In addition, at section 208 there is no reason not to be able to 
buy loans from banks, or the RTC, or the FDIC— currently BDCs 
are prohibited from doing that — and we think the law is adequateh 
drafted and will help us with that, and we appreciate diat reUdP. 

There is only one criticism of the law. That is the fact that the 
''small business" as defined by the law is quite small. It also favors 
those businesses that are service-oriented rather than manufactur- 
ing-oriented. That is. it states that the net worth of less than $2 
million, and assets of less than $4 million, is very, very small. 
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We would encourafi^e you to change the bill to adopt as a ''small 
business" definition me definition used by SBA, and let SBA be the 
aii>iter of the small business. That is contained in my written testi- 
mony, and I would encourag'e you to do that. 

As far as the rest of the bill, we are verv happy to see that this 
bill has a provision to allow BDC's to be leveraged. That was not 
in the prior bill, as you remember. We lobbied hard for that 
change, and we are very thankful that leverage is in the new bill. 

We also want to tell you that sections 201, 202, 203, and 205 are 
extremely good. You will encourage small business investment com- 
pany formation with those provisions, and we think there will be 
a renaissance when combined with the new SBA legislation. 

So we are applauding you, and with only minor changes we 
stand ready to help you get it passed through both the House and 
the Senate and on to the President's desk. 

Senator Dodd. Those are good suggestions, too. 

I must say in looking at the ''small business" definition, just on 
the economic package that is in firont of us, the short-term stimulus 
package has some investment tax credits that they are making per- 
manent. 

I have heard from some of my people in Connecticut about 
whether or not the definition of a small business included in there 
is too small to really benefit from the investment tax credit ap- 
proach. When you raised that particular point it made me think of 
that. 

Thank you very much for your testimony. 

Ms. Cloherty? Did I pronounce that correctly with a good Gallic 
pronunciation? 

Ms. Cloherty.: You sound Irish. 

[Laughter.] 

Ms. Cloherty.: You are the only one who ever pronounced it cor- 
rectly. 

[Laughter.] 

STATEMENT OF PATRICIA M. CLOHERTY, SENIOR VICE PRESI- 
DENT AND GENERAL PARTNER, PATRICOF & CO. VENTURES, 
INC., NEW YORK, NY; TESTIFYING ON BEHALF OF NATIONAL 
VENTURE CAPITAL ASSOCIATION 

Ms. Cloherty.: Thank you, Mr. Chairman, members of the com- 
mittee. I am pleased to be here to participate in this roundtable on 
financing entrepreneurial small business. 

As background to the discussion right now, I will simply intro- 
duce myself a bit more and describe my firm, since what "venture 
capitalists" do is really quite mysterious to normal people. 

I am General Partner of Patricof & Co., where I was a founding 
member of the firm 23 years ago. I also served 2 years, the first 
2 years of the Carter administration, as Deputy Administrator of 
the Small Business Administration, and subsequently co-founded a 
small manufacturing company in New Jersey which grew like a 
weed, and I am pleased to report was financed principally firom 
customer advances. 

By the end of the second year, we did $18 million in volume and 
netted $4.5 million after full taxes, and had 200 employees. So I 
sold it to 3-M. 
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[Laughter.] 

Senator DoDD. Mr. Widen would like to talk to you. 

[Laughter.] 

Ms. Cloherty. I know that. 

Today I am repres^iting the National Venture Capital Assodt- 
tion, of which I am a director, and I would also like to point out 
that 2 years ago I was appointed chairman of the Investment Advi- 
sory Council that worked to revamp the Small Business Investment 
Company Program for SBA that David Gladstone had mentioned. 

I brought a copy of that legislation with me today. The regula- 
tions are in process at the moment, and I think it dovetails with 
the subject of your discussion very nicely. 

I have had many years in the trenches of entrepreneurial busi- 
ness and the truth is, I describe myself as a Peace Corps Volunteer 
turned capitalist pig. 

[Laughter.] 

Ms. Cloherty. As one of the early volunteers, I was in 
Brazil 

Senator DoDD. They just say "I'm a Peace Corps volunteer 
turned pig." 

[Laughter.] 

Ms. Cloherty. Well, I was in agricultural extension; what do 
you want? 

[Laughter.] 

Ms. Cloherty.: I was in Brazil in the early 1960's, but I decided 
at that very moment that people simply do better being able to 
make their ovm money than being on the dole, and there is no bet- 
ter route for doing so than the entrepreneurial one, when all you 
start with is brains and energy but no money. 

Now, my firm. We are a diversified venture capital partnership. 
We started in 1969 with $2.5 million under management, and we 
have grown that to $1.5 billion under management in the United 
States and Europe. Two-thirds of that is in Europe, and one-third 
is here. 

We were capitalized at the outset by wealthy individuals. After 
the 1979 ERISA, changes in the ERISA legislation, we began to 
raise money, as we do every 5 years, from institutions — ^mainly 
pension funds. 

Our niche as venture capitalists is in financing at the equity 
level, not debt. Debt is the long-term permanent capital that 
underlies the operation of any business, without which there is no 
credit even when it is available. It is that portion of the balance 
sheet that is obliterated when banks get cranky. 

We seek higher-than-average returns fi*om taking equity posi- 
tions in hopefully rapidly growing companies. Our returns are de- 
rived in the main from lone-term capital gains with interim 
illiquidity — almost pure illiquiaity in the interim, so we get no in- 
terim interest payments and dividends because growing companies 
consume capital; they do not pay it out. 

Our niche of the small business world, so to speak, is that poten- 
tially very-high-growth portion of the total universe, and we spend 
every day all day looking for those situations and working with 
them. 
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We have invested in virtually every State of the Union over 23 
years. Our portfolio is diversified with respect of industries, stage 
of companv, size of investment, and geography. 

Some of our current investments, to give an example, include a 
company called Tesaver Corporation in Elmsford, NY. It was a 
pure startup 2 years ago. We seeded it with $300,000. 

They are two former IBAfers — ^and I will say, parenthetically, 
there are many more ex-IBACers today — we seeded them with the 
$300,000. Then, as they got their patent applications filed and the 
prototypes built, we put in an additional $2 million, brought in 
other partners, and the company we expect to sell its first product 
for a test basis this year. 

Another company is not a startup; it is a buy-out. We pot $10 
million cff a total $39 million equitv financing to back a fi^sh man- 
agement team in a company called Sunglass Hut headquartered in 
Florida. They are an eyewear retailer. Since our investment was 
made 18 months ago, the company has doubled in size. 

Shipnet Systems is an Illinois-based logistical information service 
that was a restart. That was something another firm had put about 
$14 million. I put $3 milUen in to aiTt it a restart 2 years ago. It 
is the kind of business that links shippers of goods with their cus- 
tomers so they know what is coming and when. It is part of ''Just 
In Time." I expect it to be a fabulous success. It is my investment. 

[Laughter.] 

Ms. Cloherty. Creative Biomolecules, Hopkinton, Massachu- 
setts, is a biotech company. We have large investments in biotech. 
They are extremely promising for the best technology in the world. 
It is truly impressive. I just hope that some of our companies have 
products before I die. 

[Laughter.] 

Ms. Cloherty. Now backing growing companies requires capital, 
and that is the subject of this conversation. Thev require, most im- 
portantly, equity that comes firom savings, family and friends. An- 
gels, doctors, dentists, venture capitalists, banks, and other 
nonbank lenders, and the public securities market's debt and eq- 
uity. That is normally the pattern. 

Today, usually the higher the rate of growth, the more capital re- 
quired. Today's national imperative is in fact economic growth. 
Policies that free up private capital, that elicit the best of entre- 
preneurial energy in the countnr toward growth are not accidental. 
Those policies are developed. They are maintained. They are opti- 
mized. 

NVCA supports policies in every aspect of the legal and regu- 
latory structure that will free up such energies and permit capital 
to flow. 

Many aspects of the three proposed laws we are looking at today 
seek to do just that through a series of new proposals and technical 
amendments. 

NVCA has submitted detailed comments on those. We support it 
in the main, and we have made some modest suggestions for modi- 
fication. They are very, very slight. 

We also took time in our statement to address a couple of other 
areas that bear importantly on flows of risk capital. 
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We took a stand in support of a reduction in the rate of capital 
gains' tax which does not directly affect our industry, but indirectly 
it affects it powerfully by its effects on individuals who have money 
to put at risk. 

Second, we took a position against the proposed accounting treat- 
ment of employee stock options which is the currency of our busi- 
ness. Entrepreneurs do not get paid a lot of current coiQpensation. 
They get options. They have some stock. And they hope tnat if they 
realW knock themselves out they can make it worth something in 
the niture. 

So the propose charge to earnings of the options, when issued, 
is precisely what entrepreneurial business does not need, and we 
oppose it powerfully. The earning 

Senator Dodd. I agree with you, by the way. 

Ms. Cloherty.: Thank you, very much. So much of the negative 
effects of that policy on small ousiness is an inadvertent con- 
sequence of legislation that is proposed for another purpose, and 
small businesses get whipsawed in that wake. 

The irony today is that two-thirds of the world economies are 
seeking to find decent models for economic democracy rooted in en- 
trepreneurship. The United States theoretically is closer. 

I beUeve it is our view that in a philosophical way we need to 
re-legitimize the art of msdcing money in response to taking hig^ 
risk, and reflect that premise in all relevant policy. 

Thank you. 

Senator DoDD. Thank you, very much. We appreciate it. I love 
your calling a bank "cranky." 

[Laughter.] 

Senator Dodd. I have heard it described a lot of different ways 
over the years, but "cranky" may be the best one I have heard. 

Mr. Richmond, thank you for being here. 

STATEMENT OF THOMAS N. RICHMOND, JR^ FIRST VICE 
PRESIDENT, McDonald & CO. SECURITIES, INC^ CLEVE- 
LAND, OH 

Mr. Richmond. Thank you, Chairman Dodd, Senator D'Amato, 
Senator Murray. 

I appreciate this opportunity to testify on behalf of McDonald & 
Company Securities, Inc., this morning regarding the access to cap- 
ital for small businesses in America today. McDonald is itself a 
smaller business employing roughly 900 people. 

While we are a full-service brokerage house, our strength since 
our founding some 70 years aeo has been the relationships we have 
maintained with the smaller businesses generally located within a 
500-mile radius of our headquarters in Cleveland. 

I have been an investment banker for 8 years, and I currently 
specialize in the structuring, pricing, marketing, and trading of 
public and private debt and equity securities generally backed by 
the assets of smaller partnerships and corporations. 

Prior to joining McDonald, I was involved in many aspects of the 
primary and secondary morl^aee-backed security and collateralized 
mortgage obligation, or CMO markets at Paine Webber and 
Salomon Brothers in New York. 
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The subcommittee has asked me to comment on two of the spe- 
cific legislative proposals to facilitate finding capital for small busi- 
nesses. 

The first, S. 479, the Small Business Incentive Act of 1993; and 
the second, S. 384, the Small Business Loan Securitization and 
Secondary Market Enhancement Act. I endorse them both and be- 
lieve they will both be helpful to small business without jeopardiz- 
ing investor protections. 

The Small Business Incentive Act introduced by the Chairman 
will make many useful improvements to the Federal securities 
laws. It would raise the ceiling on exempt stock offerings in section 
3(b) of the Securities Act from $5 million to $10 million. Congress 
has not altered this ceiling since 1980 and should do so to keep 
pace with inflation. 

President Roosevelt signed the Securities Act into law on May 
27, 1933. Enacting this change would be a fitting way to commemo- 
rate the Act's 60th anniversary. 

This legislation also would grant certain exemptions from the In- 
vestment Company Act of 1940 to improve the ability of investors 
to pool funds and invest in small businesses. 

Current exemptive provisions are too cumbersome or restrictive 
for effective use. This bill would mitigate these difficulties, such as 
reducing the restrictions on business development companies and 
allowing the creation of exempt private investment companies. 
While these exemptions will not solve every problem, they would 
be a step in the right direction. 

The Small Business Loan Securitization and Secondary Market 
Enhancement Act introduced by the Ranking Republican Member, 
Senator D'Amato, would facilitate the securitization of small busi- 
ness loans. 

The bill builds on the successes of the Secondary Mortgage Mar- 
ket Enhancement Act of 1984, or SMMEA, and would permit pri- 
vate poolers of small business loans to securitize these assets and 
sell them to a broad class of investors. While there are significant 
differences between small business loans and mortgages, this legis- 
lation would be extremely useful. 

Enlarmng the universe of potential end-investors would encour- 
age lenders to make more loans to small businesses, increasing the 
flow of funds to these companies. It would also provide new, poten- 
tially exciting investment opportunities to the public. It especially 
would permit more types of institutions to purchase securitized 
small business loans. 

Given today's interest rate environment and the fact that many 
portfolios are looking to enhance their yield, the time for such a 
package may be fortuitous. I support this legislation enthusiasti- 
cally. 

I understand that this subcommittee is also grappling with the 
question of whether the public is better served by the private 
pooler approach of S. 384, or whether the House approach of a GSE 
such as VELDASUE is preferable. 

I believe that the best initial solution is to allow the private sec- 
tor, using the provisions of S. 384, to develop the market for small 
business securities. A GSE could potentially open a taxpayer to 
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considerable liability, and would probably crowd out most private 
poolers. 

The private sector could move more quickly, I believe, work 
through all the problems inherent in the creation of the market, 
and put creative problem-solving structures into use. 

If Congress determines after review and analysis that today's 
problems are not being properly addressed, it could act as a future 
time as it sees fit. 

If the Congress is looking for a way to bridge the gap between 
the Senate's approach and that put forth by the House, one possi- 
bility might be to create an indemnity fund that only protects pools 
of these securities against catastrophic loss. 

Pools insured by a prudent, statistically derived combinatioa of 
subordination, reserve funds, and insurance policies mi|;ht prove 
attractive to potential investors in both s^iior and subordinated se- 
curities of this type. 

Reserves could be prefunded by holding back proceeds to borrow- 
ers, or funded on an ongoing basis by the capture of the spread be- 
tween each borrower's loan rate said the eventual rate on a pool. 
Insurance coverage could be provided by private bond insurance 
companies, or on a limited basis some Government-created insurer. 

I appreciate that the difficulties of creating such a system mig^t 
be formidable, but it is one potential way to chart a middle course 
on Government backing. I would like to stress that any positive 
outcome to these issues will require the close cooperation of regu- 
lators, structurers, and perhaps most importantly investors. 

Any attempts to create a viable market laree enough to solve the 
capital crisis that exists today will depend almost entirely on the 
ability of the investment banking community to sell whatever secu- 
rities emerge from the process, especially subordinated pieces of 
these packages. 

Once again, I support these bills that the Chairman of the sub- 
committee and the Ranking Member of the full committee have in- 
troduced, and I appreciate the opportunity to testify and would be 
pleased to answer any questions. 

Senator DODD. Thank you, very much. 

Ms. Jehle? 

STATEMENT OF PATRICIA JEHLE, SENIOR MANAGING DIREC- 
TOR, BEAR, STEARNS, NEW YORK, NY; TESTIFYING ON BE- 
HALF OF PUBLIC SECURITIES ASSOCIATION 

Ms. Jehle. Chairman Dodd, Senators. My name is Pat Jehle. I 
am pleased to be here today to discuss an issue of critical impor- 
tance to the continued economic recovery of the Nation, the avail- 
ability of small business credit. 

I am here not only in my capacity as Senior Managing Director 
at the Securities firm of Bear, Steams in New York, but also on 
behalf of the PSA, of which my firm is a member. 

The PSA is an international trade organization of securities 
firms and banks that underwrite and trade mortgage and asset- 
backed securities, U.S. Government and agency securities, munici- 
pal securities, and money market instruments. PSA's membership 
includes all major dealers in mortgage- and asset-backed securities. 
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On behalf of PSA, I would like to thank Chairman Dodd and 
Senator D'Amato for inviting me and asking me to speak on this 
issue. 

My professional background, as well as the interests of the PSA, 
is in asset securitization. I run the asset securitization group at 
Bear, Steams. 

I would like to confine my comments to issues surrounding the 
securitization of small business loans, and focus on the issue of 
credit risk. My written statement discusses the issue of small busi- 
ness credit securitization more fully. 

The problem of credit availability for small businesses has re- 
ceived much attention. There have been a number of statutory 
changes designed to increase bank lending to the small enterprises. 

Because developments in the secondary markets for home mort- 
gages has successfully expanded the availability of credit in that 
market, and because the capital markets have demonstrated inge- 
nuitv in securitizing of all types of financial assets, many of today's 
small business proposals involve provisions to encourage tne 
securitization of small business loans. Presumably this would at- 
tract new sources of capital to the small business lending market 
and would result in greater volume of small business loans at lower 
rates. 

S. 384 is designed to remove the statutory and regulatory road- 
blocks to a viable market for securitized small business loans, and 
I think it does it very well. 

One of the problems immediately apparent in attempting to cre- 
ate a securitized market for small business loans akin to that for 
the mortgage market is that the nature of small business lending 
is quite afferent than that of the mortgage business, and the rela- 
tionship between the banks and their clients is quite different. 

Unlike a mortgage which has a finite maturity and scheduled 
payments, small businesses shopping for credit have ongoing fi- 
nancing needs that can't be satisfied with a single type ofloan, or 
maybe even a single format. 

Senator Dodd. Do you agree with Ms. Cloherty's statement ear- 
lier that the higher the rate of growth, the greater the need for 
capital? 

Ms. Jehle. I believe that is true. Yes, I do. One of the earUer 
speakers, though, had suggested that the lack of homogeneity 
mi^t be a sort of fatal flaw. There has been diversity of loans un- 
derlying the RTC's securitizations and some of the consumer re- 
ceivable securitizations. I think with today's computer technology 
and cash flow analysis you can take a lot of different types of loans 
and create a synthetic security out of them. 

I would hate to see the borrower/client relationship change, 
though. The bank should be able to continue to work with its cus- 
tomer, to work with its ongoing financing needs, both to help the 
customer expand his business, as well as to prevent an unneces- 
sar/ delinquency or charge-oflF. 

&)me of the structures that have been used in the marketplace 
so far are rigid from a tax standpoint and would prohibit a bank 
from continuing to work with the customer and continuing to man- 
age the loan, because theoretically the loan was sold so the bank 
shouldn't be managing it. I think the tax section of S. 384 address- 
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es that Quite well by extending REMIC-like treatment to small 
business loan securitization. I think we need flexibility in that sec- 
tion of the Act. 

I also think the most important part of the Act is that it creates 
a very liouid secondary market for these loans which obviously is 
a desirable element. 

The banks' major obiective in securitization obviously is to re- 
move the assets from their balance sheet and increase tne ratio of 
capital to assets. Whether this is possible depends on what the reg- 
ulation is concerning retention of those assets or whether it is con- 
sidered a sale even if the bank still retains a minor amount of re- 
course or subordinated participation in the loan. 

The on-balance-sheet funding for small business loans that re- 
quire 100 percent risk-weighted capital is a very costly way for 
banks to fund these small business loans. 

Under the current Call Report instructions for commercial banks, 
any transfer with retention of risk would result in no transfer at 
all for capital purposes. 

It is my opinion that the capital markets would require some re- 
tention of credit risk by the issuing bank; and, that if they could 
not remove Hie loan from their balance sheets because of that re- 
tention of risk, I think the development of this market would be 
impaired. 

I think the Federal regulators are rightly concerned that the 
banks hold capital against risk. However, S. 384 requires only that 
amount of capital necessary to compensate for the estimated liabil- 
ity under the recourse arrangement, rather than a full 8 percent 
capital charge on the assets sold. In doing so, I think the bill takes 
the right approach to addressing the regulatory concerns and re- 
moves what I consider a major impediment to securitization to 
date. 

PSA supports S. 384 because it represents a sound approach to 
addressing the illiquidity of the small business market. The bill 
correctly identifies and specifically addresses the vast majority of 
legal and regulatory impediments that currently exist for a pur- 
chaser of small business-related securities. 

As I explained in my written statement, PSA supports a legisla- 
tive proposal similar to section 10 of the bill related to the REMIC 
treatment for asset-backed securities. Section 8 of the bill related 
to capital standards for banks that invest in securitized small busi- 
ness loans, or that sell loans with recourse, addresses some of the 
problems associated with credit support structures for small busi- 
ness-related securities. 

The bill's change of regulatory capital requirements for small 
business loans sold with recourse I believe is tne critical ingredient 
to incent banks to sell or securitize small business loans. 

Further, I think that if a bank did retain a small amount of re- 
course for the first losses, that retention would be sufficient to ob- 
tain outside credit enhancement from a financial guarantor or oth- 
ers and receive the necessary ratings, probably AA or AAA ratings, 
which would make a vast market available for these loans. 

I commend you. Senator Dodd, and Senator D'Amato for having 
this hearing. I would like to add that I am sorry the bill does not 
go further and allow this kind of treatment for consumer receiv- 
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ables and health care receivables, which I think are also vital 
sectors 

Senator D'Amato. That is our next bill. 

[Laudiiter.] 

Ms. JEHL£. And I believe that if you reduced the capital require- 
ments for loans sold with a minor amount of recourse for those re- 
ceivables, it would greatly expand those markets as well. Thank 
you. 

Senator Dodd. Very good. 

Let's eet one bill at a time here. 

[Laughter.] 

Senator DoDD. Thank you, very much. 

Ms. Smythe, thank you very much for being here once again. We 
appreciate seeing you. 

STATEMENT OF MARIANNE K. SMYTHE, DIRECTOB, DIVISION 
OF INVESTMENT MANAGEMENT, UJS. SECURITIES AND EX- 
CHANGE COMMISSION 

Ms. Smythe. 'Hiank you. 

Chairman Dodd, Senator D'Amato, and members of the sub- 
committee. I really appreciate the honor of testifying today on be- 
half of the Securities and Exchange Commission. 

Senator DoDD. I want you to comment, too— and I saw you re- 
spond very favorably, and I thought it was very interesting — ^to the 
testimony of Mr. Richmond, who articulates his ideas to us. So 
maybe in your comments you might comment on that. 

Ms. Smythe. Yes. 

Well, iust jumping ahead, the Commission has not had time to 
absorb the D'Amato measure and to comment on that specifically, 
but I 

Senator Dodd. Absorbing D'Amato measures always takes time. 

[Laughter.] 

Ms. Smythe. But I think I am free to say that the Commission 
itself has, in general, been very supportive of efforts to create and 
to enhance securitization of small business loans, and I will men- 
tion that a little bit more in my remarks. 

I do want to say on behalf of Chairman Breeden and Commis- 
sioners Shapiro, Roberts, and Beese, that they applaud this si:d> 
committee for its leadership in pursuing this very critical goal of 
increasing the flow of capital to small business. 

We rec^n^ize that, in considering this legislation, you are faced 
with a difficult challenge in some respects of easing the flow of cap- 
ital without diminishing important investor protections. We recog- 
nize that this is not an easy balance to maintain. 

I can assure you that the Commission does not reeprd these 
measures as offering an invitation for those who would commit 
fraud to have an easier time of it. 

I can assure you that the Commission will do its very best to 
monitor the effects of these changes, keeping in mind that the 
Commission's primary obligation, as always, is the protection of in- 
vestors. 

Before discussing what I will call the ''Dodd measure,'' let me 
just mention in respect to the D'Amato bill that the Commission 
also applauds your actions in introducing that measure. While we 
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cannot comment specifically on different items, I was very im- 
pressed personally with the commentary I have heard. 

The Commission itself, as you may know, late last year through 
an exemptive rule to the Investment Company Act, freed struc- 
tured financings largelv from the clutches ot that Act. And in fact, 
since the Commissions action in late November, we now have 
pending with the Commission two filings that would securitize 
small business loans. 

I have a feeling, however, just from my own experience in this 
area, that the kinds of measures that are in the D'Amato bill are 
probably necessary to give vitahty and life to this particular mar- 
ket to bring it into line with the secondary mortgage market. But 
again, I know that we will be pleased to comment specifically on 
the different measures as we go along. 

But for now, I hope that is sufficient, sir, to say that this is cer- 
tainly something the Commission has supported in the past and 
has taken its own actions in this area. 

As far as the Small Business Incentive Act of 1993 is concerned, 
as you know, this legislation will amend the Investment Company 
Act to deal with various kinds of venture capital pools that could 
not function effectively if they were subject to the full bore of regu- 
lation under the Investment Company Act. 

The Commission particularly supports the amendment to the Act 
that would create a whole new genre of investment company, a 
company that could be owned by sophisticated investors and would 
not be subject to the 100-investor limit. 

We believe that those investors, the sophisticated investors 
which Chairman Breeden testified about last year would, through 
Commission rules most likely initially be qualified institutioiud 
buyers and hieh net-worth individuals. The Commission believes 
veiy strongly uiat this kind of investment company freed from the 
strictures of the Act could well create flows of capital to small busi- 
ness. The Commission also supports amending the Act to deal, for 
example, with BDC's. Let me comment a little more on BDC's. 

Some of the changes that are proposed in this legislaticm could 
increase risk. Increased leverage, for example, coula disadvantage 
equity holders and holders of subordinated debt. More complicated 
capital structures could be confusing to investors. In fact, in our 
written statement we point out that m this area these changes de- 
part more radically from what your predecessors of 53 years ago 
did than any of the other changes. 

But as I tnink you have mentioned in other contexts, if Congress 
sticks with what it did 53 years ago, we would all be in a lot of 
trouble. 

But you should be aware that the Commission does not beUeve 
that these departures — ^with one dissent — ^would pose an undue 
risk to investors, and various safeguards that are in the legislation 
we believe would be sufficient to address the increased risks. 

Obviously, the Commission supports raising the single-state of- 
fering limit from $100,000 to $10 million. Clearly there cannot be 
any investment company in the United States that can midce any 
kind of money on any investments if they are limited to $100,000. 
So I have a feeling there are not any investment companies to take 
advantage of that exemption. 
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[Laughter.] 

Ms. Smythe. And $10 million, frankly, may not be enough. 

And finally, the BIDCO bill, while we have heard some people 
suggest that perhaps there ought to be some allowance for greater 
interstate sales of BIDCO securities and not so much of a confine- 
ment to the State in which the BIDCO legislation exists, the Com- 
mission does not agree with that. 

It believes that at least initially having the State where the 
BIDCO exists have a real interest in what is going on with that 
BIDCO, provides a good measure of investor protection. 

And the 20 percent that can be sold out of State is simply to rec- 
ognize that so many of our cities are on rivers, and across Uie river 
is another State. It is very difficult sometimes to prevent sales of 
securities across a State. 

Thank you, very much. 

I will be glad to respond to any of your questions. 

Senator Dodd. Thank you very much, Ms. Smythe. 

Mr. Guthray. 

You have had such terrific advance billing here. This had better 
be terrific. 

STATEMENT OF BARRY GUTHRAY, DIRECTOR, MASSACHU- 
SETTS DIVISION OF SECURITIES, BOSTON, MA; PRESIDENT, 
NORTH AMERICAN SECURITIES ADMINISTRATION ASSOCIA- 
TION 

Mr. Guthray. Chairman Dodd, Senator D'Amato and Senator 
Murrav. I guess I have a reputation that precedes me. 

As this is the first time I have appeared before the committee, 
I guess I have not been the firebrand State regulator who I guess 
protects my turf personally, but I guess that is what I am straddled 
as as Uie image. I would like to state for the record that I hope 
that is not my personal image certainly in Massachusetts. 

I think that I have tried to move NASAA toward a far more pro- 
active response in the small business area. 

On behalf of State Securities Regulators, I am pleased to offer 
support for most of the key concepts in the Small Business Incen- 
tive Act. Those particular things that we did not support were pri- 
marily because we do not have a position on them. So in a sense, 
I tihink we strongly support the bill. 

There are two provisions especially I would like to comment on 
because I think they have a State implication. 

One is raising the exemptive power from $5 million to $10 mil- 
lion under the Securities Act. 

I think one of the thines that I personally would like to move the 
States toward is establisning with the Commission a better regime 
to register small business offering^ whereby you really only have 
a principal regulator, rather than our overlapping system at the 
moment. I think we are movine toward that in the recent Regula- 
tion A area which I think could even be moved up to the $10 mil- 
lion limit. 

The other comment I will have is about interstate offerings. 
Marianne I think suggested this in terms of the BIDCO. I would 
also like the Commission to relax its rules on interstate offerings. 
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This is not so much the States' interest as it is the Amef^ean Bar 
Association. The States are aware of this. 

Commission Rules at current make interstate ofiferings in New 
England virtually impossible. The reason is because the economic 
units do not necessarily conform to the State boundary units, it is 
virtually impossible to do interstate offerings under the Federal se- 
curities laws. 

I think the SEC needs to be less protective of especially policing 
the issue. 

However, we do have serious reservations about the other bill 
that is before the committee today — ^and that is, Senator D'Amato's 
bill. I would like to emphasize at the outset that it is not the con- 
cept behind the bill that the States have problems with. In fact, I 
applaud Senator D'Amato for opening up a debate on 
securitization. 

I think it is clear that in the current world, commercial banking 
is dying in favor of investment banking; and that the banks are 
more as a facilitator rather than commercial banking anymore, and 
that securitization of everything is the way we are going. 

Senator D'Amato. I trust you are not looking for employment 
with the commercial banks later. 

[Laughter.] 

Mr. GuTHRAY. Well, OK, you are just following a trend, but I do 
think that you have reached a key in terms of getting money to 
small businesses, and that is securitizing the loans. 

I think the States have two concerns here. 

One is that, though we are not experts in the area, we do note 
that the loans are not homogeneous, as has been mentioned by 
other people on the panel, and I guess we are concerned that it 
could cause a confusion. 

There is an article in the current issue of Forbes on 

Senator D'Amato. On what are they confused? 

Mr. GuTHRAY. Well, I was just going to infer that in the current 
issue of Forbes, Laura Joresky goes to the secondary mortgages 
and can show 

Senator D'Amato. Careful. 

Be nice now. Go ahead. Is this the Alice in Wonderland test? 

Mr. GuTHRAY. Yes, the Alice in Mortgage Land test. 

I wanted to emphasize that the States are concerned with the re- 
tail investor. I think that most of the asset-backed securities, or 
structured financing, have been institutional investor-oriented. 

To the extent that I think the investment banking community is 
primarily interested in this market — ^that is, the institutional buyer 
and the high-net-worth individuals — the States are not concerned. 

So I guess from the States' point of view, they would first of all, 
because there is a study going on, suggest diat the subcommittee 
await that study. 

But if they figure that the crunch is so extreme that the 6 
months would be detrimental, we would therefore recommend that 
the bill be tailored more to meeting the market, which I think is 
really the market that most people are aiming for, and that is the 
institutional money. That is where most pooling has been done. 
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Relatively little of it has been sold on the retail market, except 
indirectly uiroug^ mutual funds who buy these pooled products, 
and that is what the States are recommending. 

Specifically, the States are troubled that there is that blanket 
preemption. I, for one, would not have supported the blanket pre- 
emption in the 1984 bill. I do not think there is a record to support 
preemption. 

I have to remind the subcommittee that when we are preempted, 
the States are deprived of regulation. Therefore, we can't do any- 
thing. 

I uiink even in the Secondary Market Rule there has been very 
little retail sales. This small amount of retail sales that has been 
done has been like in the mortgage, as Laura Joresky's article 
points out. 

I also note that the NASD has had to clamp down on its securi- 
ties dealers in tlie collateralized mortgage obligations, the CMO's, 
because they too have been sold, and I mink the NASD has recog- 
nized it, in somewhat of an irresponsible way to the retail investor, 
which also lets me emphasize Uiat I think preemption is false econ- 
omy. 

Because when you preempt the States — that is, we cannot control 
these things in tne registration mode — ^most of our complaints then 
come that we have to police the individual sales transaction. 

When the States have to police the individual sales transaction, 
it causes an increase in enforcement fees which is passed on in tlie 
form of higher brokerage fees for re^stration, and those are passed 
on to the customer in tne forms of higher commissions. 

Senator D'Amato. First of all States have 7 years to exercise an 
option as to whether or not they want to opt out the Federal regu- 
latory scheme for the secondary mortgage market — isn't that true? 

Mr. GUTHRAY. That is true. But I thmk 

Senator D'Amato. Let me iust finish. Any State that wants to 
can opt to come into this regulatory scheme and can opt out of pre- 
emption. 

I would note that under the 1984 law, which you said that you 
wouldn't support tens of billions of dollars that have been made 
available to people for refinancing. Without that law, there would 
not be the liquidity in the secondary market that exists today. 
Thank God, you weren't here in 1984 to testify against it. 

Has the State of Massachusetts opted out of the Secondary Mort- 
gage Market Enhancement Act preemption provisions? 

Mr. GuTHRAY. No, you have not. 

Senator D'Amato. why? 

Mr. GuTHRAY. Because the lobbying power of the securities in- 
dustiV is so much ^preater than we would ever hope to see, we 
woulan't even try to introduce the measure. 

Senator D'Amato. I said the lobbving power of the 50 groups that 
you represent who don't want to lose power and empower people 
to get credit is now being made the voice which really doesn't accu- 
rately reflect, Mr. Guthray, what people would want. The fact is 
that the State of Massachusetts has not opted out— but it could. 

Mr. Guthray. Not anymore. 

Senator D'Amato. It could have. 

Mr. Guthray. We could have. 
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Senator D'Amato. Massachusetts had 7 years to opt out and you 
chose not to opt out. Is that true? 

Mr. GuTHRAY. I didn't personally. 

Senator D'Amato. These mortgage backed securities are still sub- 
ject to regulation and enforcement powers of the Securities and Ex- 
change Commission, and nobody has ever accused them of being 
anybody's lap dog. 

Mr. GuTHRAY. May I respond? 

Senator D'Amato. Certainly. 

Mr. GuTHRAY. The reason I think we haven't opted out, and I 
don't want to say there's a problem, is that I have said most of I 
would say, and perhaps people on the panel are more experienced 
with this. The vast amount of secondary mortgage activity has 
been to institutional buyers. It isn't a retail issue. And I am not 
saying we should opt out because 

Senator D'Amato. Don't you think the vast majority of buyers in 
this case, particularly given the hybrid nature of the loans, are 
going to be institutional buyers? 

Mr. GuTHRAY. Of course. All I am saying is I don't think there's 
a case for preemption. I don't think there was a case in 1984. In 
the sense I don't think the States are an impediment. I am really 
not saying there's a problem. All I am saying is that, should it turn 
into a problem, you have robbed the States. And there have been 
no scandals in Massachusetts. 

Senator D'Amato. Let me just correct that now. S. 384 does not 
preempt State antifraud laws or State regulations or brokers or 
dealers that sell or trade small business-related securities. There- 
fore, under the bill, the States are free to deter and prevent fraud 
or other abuses in the sale of small business-related securities. 

Mr. GuTHRAY. My response, like I say, is I think registration is . 
the cheapest form. Particular individualized enforcement actions ' 
between one customer and the broker are the most expensive form. 

Senator D'Amato. You've got a problem, though, Mr. Guthray. 
The problem is, we need to get credit to small businesses. And one 
of the ways to give incredible liquidity to tens of millions of Ameri- 
cans is through securitization — which is what we are attempting to 
try to find a way to do. In a more complex situation we are trying 
to provide a methodology of giving that liquidity again to banks for 
the purposes of making loans that they would ordinarily make but 
that they can't because of constraints such as reserve and the com- 
petitiveness for dollars, et cetera. 

Mr. Guthray. And I support that fully. 

Senator D'Amato. Good. 

Mr. Guthray. I just do not think this State regulation is what's 
an impediment. And I agree with you it's very, very good. I don't 
think it would have made an ounce of difference, personally, if the 
States had been given full power in 1984 to State regulating. 

Senator Dodd. I think that point's been made here. Let's move 
on to some other questions. We're going to go round and round on 
this. 

Mr. Rennie you raised the issue that there seems to be more off- 
shore financing. I am intrigued by that comment. I am not dis- 
agreeing with it at all. I think you also pointed out the fact tliat 
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one of the unique features of our country is the presence of a small 
business community and the absence of one in tne other two blocs. 

Why is oflF-shore financing available for small business here? Of 
course, there seems to be some form of an incongruity with the ab- 
sence of a small business community in the other blocs. 

Mr. Rennie. Well, interestingly enough, Mr. Chairman, it's avail- 
able because they have a high regard for the small business com- 
munity of the United States. Ana the problem is in western Eu- 
rope, for example, which is the nearest to us, sort of the nearest 
model, the difficulty is in western Europe is that the risk/reward 
situation is totally different than here. And it's a cultural thins 
that if you enter — start a small business and you're successful 
you're fairly heavily taxed and there are very limited ways, al- 
though they've improved in the last 10 years, of how you can liquid 
up, other than selling the company they have now a certain 
amount of small business trading. 

But on the other hand, if you fail in small business in Europe, 
you are — ^it is devastating. I mean, you have a black spot on your 
forehead. People have to change their name and move to another 
countnr, because you are basically almost unemployable. 

So there is a perception that if you start a small business — and 
I have met small business people in Ireland, like this — ^if you start 
a small business there and you fail, it's a tremendous downside 
risk. And as a result, that's why they don't have the startups. 

When they have the startups or when they have legitimate or 
good investing opportunities, then the overseas capital aoes invest 
overseas as well. But they see more opportunities in the United 
States. And that's why they're very interested in this community. 

Senator DoDD. Let me ask all of you a general question. We've 
had a lot of different ideas kicking around here this morning. Obvi- 
ously you've heard the complaints from small business and others 
that the regulatory scheme, just the nature of how the regulators 
are reacting, has created its own set of problems. Some of the is- 
sues that relate to that directly have been raised with FIRREA. 

There is a whole host of other solutions such as a capital gains 
tax reduction. Some people have talked about that as having the 
potential of being of some assistance in all of this. 

I wonder if you might try and share with us some sense of what 
is occurring out there in terms of the access of capital or credit to 
small business and how it relates to the overall economic concerns. 
And you point out, Mr. Gladstone, some of the legal problems and 
so forth. They're not minimizing those at all. 

But are we looking here primarily at a question of what we have 
imposed or what exists out there today through a regulatory 
scheme that is the larger impediment and the attitude of regu- 
lators? Or is it because they are more attractive vehicles and in- 
struments for the traditional sources of lending, primarily banks. 
More attractive instruments for them to be involved in than the 
traditional commercial loans. We obviously know the problems with 
real estate. But nonetheless is that having a greater impact? 

I realize I am asking a difficult question to apportion. But I 
would like to get some sense from you because we up here hear 
from both all tne time. We have some come and complain like hell 
that the regulatory scheme is not that overburdensome, that the 
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banks just don't want to go that way. It's too attractive to be in 
credit cards and T-bills and other things, why should we go this 
route. And obviously the other side of the coin is that it is the regu- 
latorv scheme. It is the legal problems and the like that are creat- 
ing the problem here. 

why aon't we start with you, Mr. Rennie, if you want. 

Mr. Rennie. Well, Mr. Chairman, I think a problem we had 
about a year ago in our company might be instructive. I woidd con- 
clude from our experience that it probably is more the impact of 
the regulators than the overall economic prospects. 

Now, it's hard to infer that maybe on a broad sense. Fm sure 
broadly it's true. But a year ago when mv company, which is a 
growing company and, you know, has gooa prospects, so forth, so 
there is no question in tne bankei^s mind when they are addressing 
us whether our markets are going away or anything, because we 
are fairly broadly based. Nevertheless, we had a situation where 
the U.S. Government that we do a lot of business with, had lost 
an entire month's worth of receivables. Basically, they had lost a 
whole month's worth of invoices. And so unexpectedly we had to— 
we thought we would have to borrow for a short period of time 
from a credit line that we had had and had been paying for since 
1986 but had not used. 

And we had, at the moment, at the time we approached the 
bank, we had about $2 million in the bank. This was a million dol- 
lar credit line. And we said it looked like we were going to have 
to use $300,000 of the credit line for a few weeks until we could 
find these stupid checks and get them in. i 

Immediately, they changed the whole thing. They said, you can't j 
We've got to change the whole structure of the loan. It went to a 
guarantee loan instead of unsecured. It went to a secured loan. The 
costs went up. It cost us just to redo the loan, just the legal things. 
And we had to wrestle with severe covenants that they wanted to 
put in and so forth. It was like an immediate changeover. 

Now, they knew — we're a 25-year-old company. We had been ! 
with this bank, which is a laree bank, for 14 years. We're a well 
known company and so forth. They knew that there were Govern- i 
ment receivables that we were going to get in in a short time. 

Now. it seems to me that that lund of a reaction strikes me as 
more tnat they were reflecting the pressures on them from the reg- 
ulators than they were worried about whether our long term pros- 
pects. Now this may be, again, this anecdotal thing. But to me it |t 
was somewhat instructive. And I would conclude from that little 
experience that way. Others may conclude differently. 

Senator Dodd. Go ahead, Mr. Baker. 

Mr. Baker. I would just like to comment. I think it is not a sin- 
gle issue problem. It is more the perception of what the regulators 
may do, than what the actual regulation says. There are an awfiil 
lot of banks in middle America that have been providing character 
loans, what some of them call equity loans, which is somewhat of 
a conflict of terms, to small businesses. When they anticipate rc^- 
latory problems with those loans, they scale back to something that 
fits very neatly within their policy manual for making those loans. 

And I think that is really where many of the problems for the 
smaller companies and the smaller loans have really come from. 
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And of course when you look at that, then vou can look at other 
alternatives to invest your money as a bank and say, of course, 
there are other attractive alternatives. 

Senator Dodd. Mr. Widen. 

Mr. Widen. I have been involved in the small business arena 
here for probably 20 years, back in the early ISTO's when I started 
my first company. Ever since then, we have obviously gone to the 
bank as the most convenient method of financing. And I have al- 
ways found that they are very comfortable with a receivable — some 
kind of a rotating receivables package. You know, if you put some 
T-bills in their bank account, you know, you can borrow against 
that. They have not been aggressive. 

In my second company, we were able to get an SBA loan for 
about $500,000, and things have gotten worse, as you are aware, 
up in the northeast. So I would not say that necessarily is legisla- 
tion. I think it is kind of a mindset and until the condominium de- 
velopments and the real estate market went down the tubes over 
the last 4 or 5 years, they have had a very willing and what they 
believe a very good vehicle where they could place their money. 
They were not familiar with the small businessman. 

As someone stated earlier, there are too many venues, too many 
different kinds of companies doing very many different kinds of 
things. They had the condominiums and the cars, that kind of 
thing. So I think it has been a universal deal over the last 20 
years. 

Senator DoDD. Mr. Gladstone. 

Mr. Gladstone. Trying to put it into perspective again, I think 
regulation is probably 40 percent of the problem in terms of banks 
lendine. They have a tremendous overhang every day as they work 
throu^ the regulations. And usually there is a regulator in the 
bai^. Litigation is probably 20 percent of the problem. 

Capital gains doesn't stop an entrepreneur from starting. The 
Jeff Widens of the world will always start businesses, regaroless of 
what the tax is. But the problem is, bringing on the number two 
and the number three and the number four person is very difficult 
to attract. 

If I go to a large company and I ask someone to leave to become 
a number two with Mr. Widen, they want to know what kind of 
stock options and what kind of upside they have. They are much 
more in that mode. So getting the second through the fifth person 
is very difficult. And so I think that there is something to be said. 

Probably 20 percent of the problem has to do with the economy 
today. Loan demand is down. There are not that many people — if 
you are a successful small business owner today, why take the risk 
to open up the second shop in this kind of economic environment. 

Senator Dodd. I wonder how much is a self-fulfilling prophecy. 
The chatter around the street is it's just not there. It just sort of 
predicts itself. 

Mr. Gladstone. I think maybe 20 percent of the problem is eco- 
nomic climate. Loan demand is down at banks and everyplace else. 
And vou have to take with a grain of salt the idea that loan de- 
mand is down. There is plenty of loan demand. It is the selection 
of loan demand. 
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The individual that comes into my office who savs, I need money 
to meet payroll on Friday, is a very different kind of loan demand 
than the person who is building a business and needs the next 
layer of debt or equity financing to grow it. There is plenty of loan 
demand, but there is not loan demand of the type that a bank is 
willing to take. And so it leaves many more people out in the cold 
in terms of getting Uie lines of credit. 

Senator Dodd. How do you get that data? I don't know whether 
Senator D'Amato has the same experience. We get inundated. I bet 
we have had three inquiries this morning already. Literally where 
these are expanding or trying to do something and where they've 
been turned aown. We try to ao what we can, oDviously. 

Frankly, the job of Senator in such a case, to be an ombudsman 
between my local bankers and borrowers, is not something that I 
particularly enjoy doing. And yet we get inundated with it. 

I have tried to get data to try just what you are talking about 
on how you determine what is coming through and what is being 
accepted. And it is very difficult. 

Mr. Gladstone. I can only speak from our portfolio. Every Mon- 
day morning we go through all of the loan requests and the deals 
that have come in during the week. We get a sense of what is hap- 

f)ening in the marketplace. So this is really a perspective from Ai- 
ied. 

We have about 2500 loans that we have made that are in the 
portfolio. And probably over our life we have seen hundreds of 
thousands of opportunities. So I am speaking from what our statis- 
tics show within the firm, not something that would be out in the 
open. 

Senator Dodd. Ms. Cloherty, do you want to comment on this? 

Ms. Cloherty. Yes. Perhaps being in my role as equitvholder on 
the balance sheet, I have a slightly different view. The thing about 
the problems that the businesses confront in the economic environ- 
ment, we did it to ourselves. God didn't do it to us. I mean, we 
have been through a period of excess leverage at every level. I am 
speaking governmental, corporate, and individual. The leverac^e on 
the downside is vicious. Ana it is reenacting what we already Knew 
before it started. 

There is a healing process under way. And the banks — and there 
was a regulatory response to the activity. 

Now, as always when the pendulum swines, it probably swings 
overmuch. And the banks have been in bad shape. I mean, thev 
have had to rebuild their capital. And they do it. And clearW witn 
Government in the debt markets as it is and the position of inter- 
est rates, it is simply more profitable for them to go into Govern- 
ment paper. You would be crazy not to. I mean, in the end there 
is not a culprit here, except all of us who participated in the activ- 
ity and took advantage of leverage on the upside and have to live 
with the consequences. 

So I think that while it is smaller businesses — and God knows 
there are companies in our portfolio I have spent the last 3 years 
in pitched battles with at least six banks. And I mean — ^I do what 
we all have to do. 

Senator Dodd. I have a feeling that you probably won most of 
those. 
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[Laughter.] 

Ms. CLOHERTY. I did. You give them the keys and then they get 
scared. 

[Laughter.] 

Ms. Cloherty. The fact is that the owners end up having to i)ut 
in more capital or write them off. And that hapoens with mdivid- 
uals as well They are faced with a bitter, bitter aedsion. Do I take 
money out that I have made historically, put more eauity into my 
business, or do I fold it? And they do this. I mean, tnese are ter- 
rible tilings. 

Individuals have been overreached, so they have less capital. Our 
central issue is to rebuild net worth. And that requires equity for 
better or for worse. And I mean the role of Government seems to 
me in this activity in the end becomes a counter-cyclical one of 
helping the healing process. And I think that these guarantees and 
the securitization is a route that you can go because, particularly 
if you are not squandering full faith and credit guarantees of the 
taxpayer but subiecting it to private market scrutiny where people 
will in fact buy the piece of paper because it carries a rate £tiat is 
appropriate to the risk at hand. 

So again, back to your bills, I mean I think that is what is being 
discussed here. 

I have to say I don't find the — I understand the economics of 
what is happening. Capital is king and equity will be scarce, be- 
cause that is an integral ingredient to rebuilding net worth, be- 
cause tiie only way you do it is building new wealth. You have to 
have growth. 

Senator Dodd. Anyone else want to comment on this? Maybe 
we've exhausted it unless someone has some additional thoughts. 

Ms. Jehle. I have a lot of bank clients that are heavily capital- 
ized that have lots of liquidity that have chosen to buy lower risk- 
weighted assets than to invest in 100 percent risk-weighted assets. 
The math or profitability math works for buying Treasuries, for 
buying mortgages, for buying 20 percent risk-wei^ted assets. And 
the cost of capital imputed into keeping something with 100 per- 
cent risk weignting, the math doesn't work. The yield would be too 
high they would have to charge too much for a small business bor- 
rower to make it work. 

Senator Dodd. But what we are suggesting may help out that 
particular problem. 

Ms. Jehle. There is a great decrease in the amount of appetite 
for credit risk. A decreasing appetite for credit risk in the system. 
Tliere are a lot of banks that are working out their real estate 
problems and so forth Uiat cannot administratively handle any 
more credit risk workouts. 

But I use the example of well capitalized banks who used to be 
bigger factors in middle market lenoing and small business lending 
who have withdrawn because it is more profitable to buy securities. 

Senator Dodd. Senator D'Amato. 

Senator D'Amato. Mr. Chairman, let me if I might, with the 
panel, raise two questions and ask Ms. Jehle and Ms. Clohertyr if 
they might want to comment, or anybody else. I think Mr. Glad- 
stone already touched on several additional impediments to 
securitization. 
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The legislation S. 384 is designed to remove impediments to 
securitization of small business loans. Are there additional impedi- 
ments that are not contemplated by this bill that should be ad- 
dressed? And, if so, what are these impediments and how would 
they impact on the creation of a secondary market for small busi- 
ness loan-backed securities? That's one question. 

The second question, there have been a number of proposals or 
a proposal in particular which would establish a Government-spon- 
sored enterprise for small business loan-backed securities. Is there 
any way to establish a Government-sponsored enterprise without 
the implied Government guarantees? I am not necessarily talking 
specifically of the legislation introduced in the House. 

I believe that there will always be that implied guarantee when 
the Government is involved, and consequently you involve the tax- 
payer in this. The concept of securitization their loses its 
attractiveness to many of my colleap;ues who say, we don't want the 
Government undertaking any additional exposure. 

Ms. Jehle. In response to your first question of whether there 
are other impediments, I'm not sure how the Community Reinvest- 
ment Act plays into this with the sale of the loans by the banks 
does the bank get CRA credit for the loan sold? That would be im- 
portant to them when they originate the loans to be incented to re- 
cycle the proceeds back into small business loans rather than again 
divert them to something more profitable. 

The mortgage market has recycled proceeds back into the mort- 
gage market, both because of the incentives and because the math 
works. So that would be one suggestion that I would have on that 
point. 

I agree with you that a GSE would have an implied Government 
support to it. And without Government support, I don't see what 
a GSE would provide. 

Senator D'^^fATO. It wouldn't provide anything? 

Ms. Jehle. I don't think as an intermediary it is necessary to be 
successful. I think a banker, any intermediary pool could do it if 
you're not going to have a Government guarantee. 

Ms. Cloherty. I am not familiar enough with debt securities to 
comment in a creative fashion. 

Mr. Gladstone. Securitization would be a wonderftil thing for us 
being able to sell our small business loans. We are one of the few 
nonbank lenders imder the SBA 7-A loan guarantee program. We 
make loans available, about $50 million a year, as one of the larger 
players. That securitization program works wonders because of tiie 
full faith and credit. 

Senator DoDD. How burdensome is that? Is it a burdensome 
process for the lender? 

Mr. Gladstone. We have people who do it every day, so it seems 
to work fine. There are about 100 sheets of paper to complete in 
one of those loan packages. But if you do it for a living, it becomes 
very easy after a while. We have most of it computerized so it is 
on screens. And we're able to print it out. 

So from our standpoint, it is easy. There is probably a barrier to 
entry. You asked why some banks don't do it. That is probably a 
big barrier to entry for those banks coming into that program. 
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On the other side of it, though, is there some other wav of doing 
it without a Government guarantee? I can only look at the experi- 
ence of Resolution Trust and their securitization of small business 
loans and selling them off. They are getting about 60 cents on the 
dollar now, with 30 cents to come sometime later and 10 percent 
holdback. I think that would be unacceptable to any commercial 
lender. Only the Government can withstand that kind of capital in- 
fusion in each one of the loans. 

But they are proving a marketplace is there at some price. And 
to that extent, we are moving in the right direction. If you can get 
it to 90 percent of your money out or maybe 85 percent of your 
money out, you coula probably make the system work. 

But I think anything less than getting 85 cents of your dollar 
back is probably not going to suit any of the bankers or other fi- 
nancial institutions. 

Mr. Baker. I have a question for somebody else on the panel who 
might be able to answer Uiis. As I imderstand it, we securitize 
many other types of loans currently, like auto loans, and some 
types of equipment leasing. Is that true? Could those kinds of 
mechanisms be used if we could somehow standardize small busi- 
ness loans at least to some extent? 

Ms. Jehle. I think that some variation on the auto and credit 
card securitization technology would because to package a small 
business loan. I am not so sure standardization is necessary — ^it 
would be nice. There would be a convergence on the standardiza- 
tion as capital market investors showed a preference in price for 
one standard over something else. And then the whole market will 
migrate that way. 

We have packaged a lot of different types of loans into one pool 
and sold them. We basically deal with institutional investors. They 
are very savvy. They understand the complications and the diver- 
sity in the pools and they don't have a problem with that. 

Senator DODD. And you are also creative in giving some degree 
of predictability. I chatted with somebody the other night about the 
President's idea on guaranteed student loans. Based on career 
choices, your payback would be different. The point he raised was 
very good. If you want to securitize those loans and sell them in 
the secondary market, how are you going to be able to sell that 
loan if you're picking up the loan as someone is moving into the 
higher education institution not knowing where they will be when 
they come out. 

But I said, I promise you, Senator, someone will figure this out 
very quickly. It's too good of a market. 

Ms. Jehle. Absolutely. People will segment the loan into its' cer- 
tain parts and its' uncertain parts and somebody will buy each at 
a different price. 

Senator Dodd. I didn't mean to interrupt. 

Senator D'Amato. Mr. Chairman, I don't have any further ques- 
tions. 

I want Mr. Guthray to know that — ^maybe I was a little tou^^h on 
you. But it is not personal. You state, obviously, very legitimate 
concerns. And that is to see to it that the protection for the con- 
sumers be there, that we open the door to individuals to come in 
and hustle, so to speak. 
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You mentioned the Forbes article. And I niieht mention to you 
to read that carefully, because there is a big dinerence between the 
Fannie Mae securities mentioned in that article and S. 384. Fannie 
Mae securities are not registered with the SEC because they are 
issued by the GSE but the securities issued under S. 384 would be 
registered with the SEC. 

It becomes clear that one of the benefits of not having the GSE 
is diat you have the protection of SEC registration. I know that die 
State regulators and the SEC work hand-in-hand — and we want to 
keep that coordinated effort. 

We don't want to usurp State rights; we want to work with the 
States. I wouldn't be a bit surprised when S. 384 or a form of it 
is enacted in the State of Massachusetts. 

Senator DoDD. You want to comment on that? 

Ms. SNfYTHE. I want to comment briefly on your question, what 
might there be out there getting in the way of small business 
securitization. 

As I mentioned, the Commission last year through an exemptive 
rule attempted to exempt the kinds of financing that small busi- 
ness securitization would require from the Investment Company 
Act. We hope to hear from the investor and business communities 
about whether the Commission's action was sufficient. The line be- 
tween what is an appropriately circumscribed exemption under the 
Investment Company Act and what essentially goes beyond the 
Commission's exemptive authority is often difficult to draw. 

So we will be listening for that as well. 

Senator Dodd. I shomd have been made known of this. I appre- 
ciate what the Commission did. You responded to this, really, with- 
out us. We talked about it, but you tried to ease up some of the 
regulatory burdens on your own. And the Commission ought to be 
commended for that. 

Ms. SNfYTHE. I will tell them. 

Senator Dodd. I have one additional question. A couple of weeks 
ago, the Wall Street Journal published a special report on black en- 
trepreneurs and minority-owned small businesses in the coimtiy. 
This survey said 83 percent of those surveyed said that raisin^^ cap- 
ital was a very serious problem for black-owned businesses. Eighty- 
four percent said the lack of capital was a major reason for the rel- 
ative scarcity of black-owned businesses. On the average, 83 per- 
cent of the financing for black-owned businesses was found to come 
from personal savings with 70 percent of the respondents saying 
that they relied entirely on personal savings to finance their busi- 
nesses. Lending institutions had provided only 6 percent of the cap- 
ital necessary for them. 

I am not going to debate this point. It is obviously a trend that 
needs to be reversed dramatically. We talk about Enterprise Zones 
and a lot of these things. I am supportive of Enterprise Zones. But 
somebody pointed out the other day, that there is a notion of an 
Enterprise Zone of a white-owned business moving into an urban 
area. And the idea of having black entrepreneurs or minority entre- 
preneurs spring from their own commimities is, for me, ultimately 
where we've got to be moving if we're going to create economic 
growth and jobs and so forth in these areas. 
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I suspect there is no real debate about whether we ought to pro- 
mote it, and it is a trend that has to be reversed in my view. I won- 
der if you might comment on some of the problems of minority- 
owned businesses. 

Let me give you some thoughts as you are mulling over your re- 
sponse to me. Diane Thomas who is the executive director of the 
Entrepreneurial Growth and Investment Institute said in a Wall 
Street Journal report that banks are reluctant to lend to minori- 
ties. I am quoting her, ''Because of their low level personal wealth 
to offer as collateral." That was one. And two, and I am quoting 
her here, ''investors are not familiar with the minority business 
community and their markets." Third, and I am quotine again, "mi- 
norities have a lack of significant corporate experience. 

I wonder if the panel, those who feel that they would like to, 
would like to comment on this general problem. 

Mr. Guthray. 

Mr. Guthray. One of the projects that we had under way in 
Massachusetts was the SCORE program. And over the last year we 
have had probably 150 conferences. I would note that in those con- 
ferences one of the really significant problems is the small 
businesspeople cannot afford the professional fees of the industry 
professionals. They are not interested in them, they charge them 
too much money. That is the brokers and so forth, to place their 
debt. And they aon't know where to turn. 

And I think one of the things that I have noted, and I guess it 
is in a sense of weakness in me other departments in Massachu- 
setts, is no one helps these people. I would think with the minority 
commimity especially they simply don't know. No one is out there 
to give them any help at a lower or even free cost to get going. And 
they don't know where to go. And the capital markets in a sense 
are very foreign. 

I am not criticizing the professional community because they 
have to make a living like anyone else. But it is very difficult for 
these people because they don't have the fees to pay and so forth. 
And someone goes and says, you know, I want 10 percent of your 
money to raise it and so fort]h. It is just — I really think that one 
of the keys on that is just providing better public information to 
these people as to where capital is. Because I don't think they 
know. And I think that is true of especially the minority commu- 
nities, the banks. They turn to the banks and the banks just say 
no. 

Ms. Cloherty. I again have a slightly different view. I think the 
minority community is not monolithic. It is like every group, very, 
very different. And there is a pipeline effect. It is no different, reid- 
ly. Women have been in much the same position. 

In my early years in the venture capital business, I saw one 
black entrepreneur and one woman in the first 8 years in the busi- 
ness. Now, today, it is totally different, a totally different picture. 

The entrepreneurs that we see tend to be people who have been 
through — have had a relevant education to what they propose to 
do. And in general, they have been in the pipeline of the relevant 
corporate experience. We don't have people come — ^they come into 
the lead business from the lead business and so on. 
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And we are finding, and I think it is very highly encouraging. We 
are developing a pipeline at the venture capital level of seeing a 
very diverse group, which means, incidentally, that the individuals 
generally have had an opportunity to build up— I mean they've got 
a savings account, they've got a nest egg, ana that's what tiiey are 
prepared to put at risk. 

My experience in the small business population being such a per- 
son is that they don't pay fees. I mean, I hate lawyers fees, for ex- 
ample. They will always horse trade, you know. Accountants get 
stifled and all. 

[Laughter.] 

Ms. Cloherty. I think the minorities don't have expertise in 
that. If they don't as much as I do, then I will train them. I have 
been encouraged. I think that you just have to, you know, keep 
open and like women also they are in abundance. People like Bruce 
Llewellyn who owns a Philadelphia bottUng company. And there 
are role models. There are more prominent entrepreneurs in the 
minority community, I think, that have been starting to inspire 
some of the youneer ones. 

And one final thing, because I am babbling a bit here. I do think 
the SBA's, SSBIC program formerly known as MSBIC, it's perform- 
ance was lumpy over years. The businesses, apprentice business, 
and I think out of all of that experience you will start getting the 
seasoned base of entrepreneurs with experience and some manage- 
rial capability. 

Mr. Gladstone. Our experience has been just the opposite of 
that reported in the Wall Street Journal. We have a wholly owned 
subsidiary that does nothing but — we used to call them minorities. 
We're on to disadvantaged. I noticed in the annual report we're 
calling them challenged people at this point. In time we have ap- 
proximately 25 percent of our assets in those kinds of loans and 
have had no better, no worse experience with them. And we have 
plenty of money available. So if you have people calling your office 
that need loans, send them to us. We would be very desirous to see 
them. 

Senator Dodd. If this morning's hearing gets any dissemination 
you may hear. 

Senator D'Amato. May I do the same thing? 

Mr. Gladstone. Yes. 

Senator D'Amato. You're going to be a busy guy. 

Mr. Baker. I will not address the access to credit problem fur- 
ther. However, far out in the access, the capital area there are ven- 
ture capitalists out there and if you are an opportimitAr that they 
want to take advantage of, they will find you or you will find them. 

Most of the people in that survey, are in the middle-risk, middle- 
return market. Right now we have business angels, and other en- 
trepreneurs, that have been successful. Raising capital is very, very 
much a relationship business. And if you don't have a relationship 
with somebody that has been successful, that has money and wants 
to put the money into a business and trusts you, if you don't know 
that person, you're going to have a very, very difficult time finding 
them imtil we put some sort of ore^anized effort into filling that 
gap, such as BIDCO's and a couple of other programs. 



Digitized by 



Google 



43 

And certainly there is a minority BIDCO program in Michigan 
that has been very, very successful in dealing directly with minori- 
ties. BIDCO's, again because it is an organized financial market, 
thev are available, there is a place for some of those people to go. 
And it is where the middle-risk, middle return opportunity can ac- 
tually find capital. 

Senator DODD. Do you want to comment on this? 

Mr. Rennie. I would just add the comment that I think the dif- 
ficulties that the minority community encounters are probably just 
exaggerations of the general community. In other words, the gen- 
eral community would have problems. But because of the fact uiat 
they just are not as experienced, there have not been as many 
black entrepreneurs and so forth coming along, they have not quite 
filled up the pipeline. 

And I think Ms. Cloherty's comment about the women, for exam- 
ple, now having been — they really kind of in the last 10 vears have 
really metamorphosized quite a bit and they have really entered 
the capital markets mucn more. The minorities need to do that. 
And it may take some time. 

The one way vou can accelerate it is, as Gary suggests, you have 
to put in some kind of a focus group. If you have a subsidiary that 
is particularly aimed at minorities or disadvantaged or whatever 
euphemism we use. the fact of the matter is that will build up ex- 
perience because or tiiis kind of marketplace, that counts, relation- 
ships, experience. It may seem somewhat prejudicial and it is in a 
sense. But it is prejudicial only because of the currency of the deal- 
ings that we are involved in here. 

So I think the stats are probably accurate in the sense that I 
would expect to see minority community stats being an exaggera- 
tion or kind of a megaphone of what the basic problems of all small 
businesses would be. 

I think as our experience grows as they get into the mainstream 
of the business, then it will improve. 

Senator DoDD. We can wait for that to happen, but it seems to 
me as well, that iust looking at it purely without any knowledge 
base at all, I would suspect that one of tne reasons that she cited 
is the investors not being familiar enough with the minority busi- 
ness community. 

I suspect if I had to pick out one, that that would be the one that 
would be the difficulty. What knowledge base? If you're not from 
that community, it is difficult to understand how the consumers 
react within that community. How do you promote that and expand 
that. 

Mr. Rennie. I can see that in very small retail situations or 
something. But if you go beyond that, basically a business is a 
business. If you had a piece of paper, not seeing who owned it, and 
you read a business plan and you read a business description and 
it said it was a company of a certain type, most of the financial 
people, whether they are bankers or investors would size it up on 
that basis. 

And then the person walks in and happens to be a person of 
color. But the assessment would be on the marketplace, what 
they're doing and those kinds of things. Other than outricht big- 
otry, you know — well, now that I see it is someone of color, Fm 
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not — but the cultural aspects of it I don't think would enter into 
a financial decision that much. 

Senator Dodd. I hope you're right. 

Mr. Baker. One quick comment. I think we would all agree that 
raising capital is a contact sport and you need the contacts. 

Senator DODD. I appreciate your comments. 

Al, do you have anything else? 

Senator D'Amato. Mr. Chairman, you're going to comment in a 
little detail on our friend Marianne Smythe? 

Senator Dodd. You have served manv years and I understand 
that you are going to be leaving the SEC? 

Ms. Smythe. Yes. 

Senator Dodd. Let me just say from this subcommittee chair- 
man's perspective and our staffs up here, you have done a terrific, 
terrific job over the years. You have been a valuable witness before 
this committee on numerous occasions and a tremendous assist- 
ance. You have been a terrific public servant. The coimtry is better 
off because you served, and I aidn't want this hearing to end with- 
out thanking you immensely for serving this country. We appre- 
ciate it. 

Ms. Smythe. I am just overwhelmed. Thank you. 

Senator D'Amato. Marianne, next time you come back as one of 
these great capitalists 

Senator Dodd. You will be in business with Ms. Cloherty over 
here. The two of you. I can see it. Cloherty and Smythe. I can see 
it. 

[Laughter.] 

Senator D'Amato. Mr. Chairman, before we close, let me thank 
you for your leadership in the area of concern for smaller business 
prior to this ongoing legislation, as it related to so many areas by 
attempting to create the opportunity for small businesses to flour- 
ish. You have been a leader in that. 

And let me also commend our staffs. The staffs have just done 
great work for both the Mfigority and the Minority side. They have 
worked in a cooperative effort to bring us to this point. We have 
undertaken this hearing to try to improve the legislation that we 
have before us. There is no pride of authorship. If we can enhance 
it and make it work better, we want to do that. 

Let me thank every one of our panelists. Mr. Guthray too. 

[Laughter.] 

Senator D'Amato. It is better that we hear these observations 
from a learned person and a distinguished person in his field who 
points out some of the legitimate concerns of State regulators. I 
want to applaud you and thank each and every witness for their 
time and making the sacrifice. 

We thank you for trying to make it better for the small business 
community. And we thank you, Mr. Chairman, for your extraor- 
dinary leadership in this area. 

Senator Dodd. You have been here 2V2 hours sitting at that 
table. There have been some terrific su^estions. We are going to 
take them to heart and try to improve Uiis. We will be staying in 
touch with you as this goes through the process. 

It takes a lot of time and effort to eet here and to spend the time 
to prepare testimony. We are deeply appreciative to all of you. 
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Hopefully we can move fairly quickly on this. I think we can de- 
velop some real consensus and take some positive actions to in- 
crease the flow of capital. 

I thank you all for being here this morning. We look forward to 
an onp^oing dialog with you as we try to increase the availability 
of capital and assist our small business community. 

Thank you all very much. 

[Whereupon, at 12:24 p.m., the hearing was adjourned.] 

[Prepared statements and additional material supplied for record 
follow:] 
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PREPARED STATEMENT OF SENATOR ALFONSE M. D'AMATO 

Mr. Chairman, I oommend you for ^ur leadership in jmrsuing ways to end the 
credit crundi for smaU businesaes. It is particularly nelpml to have representatives 
of both small businesses and the capital markets present so that we can find a 
worici^le means of providing credit to small businesses. 

I would especially like to welcome our two witnesses firom New York: Patricia 
Cbherty from the venture capital company of Patricof & Co. Ventures, and Patricia 
Jehle from the investment banking company of Bear, Steams. I look forward to 
hearing from botii of you. 

The distinguished Chairman of the Securities Subcommittee and share a deep 
concern about the credit crunch — particularly the credit crunch for smaU businesses. 
As we have discussed at many of the Banking Conunittee hearings over the last two 
years, America's small businesses have been nit the hardest by the downturn of the 
economy. 

The well for smaU business credit has dried up. leaving small businesses with few 
alternative sources of capital. As a result, small ousinesses have been unable to get 
the credit essential to buv equipment or inventoiy or hire new woricers. 

Small businesses are tne engine of economic growth. Over a ten year period prior 
to the recession (1976 to 1986), more than 22 million new jobs were created in the 
United States. Small business accounted for 57.2 percent of this job growth. The 
number of new jobs created bv smaU business is even more pronounced m my home 
state of New York. During the same period, small businesses contributed close to 
70 percent of the almost one million new iobs created in New Yoric. 

SmaU businesses need credit to stay alive. Two weeks ago I introduced a bill, co- 
sponsored by Chairman Dodd to enhance small business access to the capital mar- 
kets. 

The "Small Business Loan Securitization and Secondary Maiket Enhancement 
Act of 1993" (S.384) removes current legal impediments to the securitization of 
small business loans and the development of a secondaiy market for these securi- 
ties. 

My bill provides a sound approach to raising capital for small businesses. TioB 
legislation is designed to stimulate loans to small businesses without any cost to the 
taxpayer. It does not create a government agency or require a Federal guarantee- 
instead it opens up the capital market to small business and relies on the ingenuity 
and creativity of tne private sector to make it work. 

I also cosponsored the bill introduced by Senator Dodd on Tuesday, the 'Small 
Business Incentive Act of 1993.* This bill seeks to encourage capital investments in 
small businesses by venture capital funds, business development companies and 
others. 

The recession of the last few years has highli^ted the credit crunch. This prob- 
lem will continue, however, unless we enact le^slation to o|>en the capital markets 
to small businesses. I look forward to hearing from today's witnesses on how we can 
put the capital markets to work for our Nation's small businesses. 

Thank you, Mr. Chairman. 

PREPARED STATEMENT OF SENATOR PHIL GRAMM 

The Chairman of the Subcommittee, Senator Dodd, is to be commended for begin- 
ning the work of the Subcommittee this year with the examination of legislation to 
increase the flow of capital to small businesses in America. It is well known that 
the great job-creating engine in America is, in fact, the multitude of small engines 
that are America's small business. 

It is noteworthy that the legislative proposals under consideration this morning 
would increase the flow of capital to America's businesses not through any new gov- 
ernment program or spending. Oflen, all it takes for business to flouridli is getting 
government out of the way. 

I am pleased to be an original cosoonsor of S.384, the Small Business Loan 
Securitization and Secondary Market Enhancement Act of 1993, authored by Sen- 
ator D'Amato. This legislation will remove some of the barriers to the creation of 
a secondary maiket in small business loans. While this will not likely result in an 
inmiediate sur^ in securitization of small business loans, it will certainly increase 
the flow of capital, and I expect that the cunount of that capital, small at first, will 
grow significantly over time. 

I am also supportive of the effort in Chairman Dodd's bill, the Small Business In- 
centive Act of 1993. As Mr. Thomas N. Richmond, Jr., representing the Securities 
Industiy Association, says in his opening statement, it ''is a good start, but further 
steps will be needed." The bill is the beginning recognition that our paternalistic se- 
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curities rules are outmoded and in need of being brou^t up to date, to the standard 
of the modem, fftobal capital maikets. 

I would also uke to take this opportunity to express stronfflv my support for legis- 
lation not before the Subcommittee today, but wnich shoula be passed by the C^n- 
ffcesa at first opportunity. I am referring to legislation repealing section 11(a) of the 
Securities Exchange Act of 1934. I know of no one who opposes this reform. No one 
has opposed it for years, and yet Congress somehow fails to make this minor change 
in the law. I renew my suggestion that this amendment be passed firee-standing and 
not be made hostage to omer legislative agendas. It is not a big chanse, cerUdnly 
not one that can be a locomotive to pull any other legislative matter. It is just an 
unnecessaiy cost that should be endea today. 

I again applaud the Chairman for these small business initiatives. Thev are clear- 
ly on the Tiffii track. We need to review other legislation that mi|^t nave unin- 
tended ne^ive consequences on capital formation — ^I hear finequent complaints 
about the unplementation of the penny stock legislation — and take additional steps. 
I would hope that we could turn at an early date to the review of what I consider 
to be outmoded regulations that are preventing the listing of worid-class foreign 
stocks on American stock exchanges. Tiiese rules are threatening to turn our crown 
jewels, the securities exchanses, into mere regional trading centers instead of the 
world leaders that they have been. 

I look forward to the testimony that will be presented today. 

PREPARED STATEMENT OF SENATOR JIM SASSER 

Thank you Mr. Chairman for calling this hearing this morning. The issue of small 
business access to credit is of vital importance to the economy as a whole. 

Small businesses are the largest creator of jobs in our economy. However, without 
access to credit, they cannot develop new products, expand their facilities, and cre- 
atejobs. 

Tliis has been an economic recovery absent of jobs. Monthly job growth is a frac- 
tion of what it should be, and unemployment is hi^er now than in was at the 
trou^ of the recession. Indeed, we're only creating 23,000 jobs per month while or- 
dinary job growth coming out of a recession is between 200,000 and 300,000. 

To create these jobs^ small businesses need capital to ^w on. But traditional 
sources of credit have fallen short. Banks have been unwilhng to lend, and the cred- 
it crunch has been most severely felt by smaU businesses. 

Tlie legislation that the subcommittee is considering attempts to provide greater 
access to credit for smaU businesses. 

I look forward to hearing from the witnesses on this issue. 

Thank you Mr. Chairman. 

TESTIMONY OF JOHN C. RENNIE 

Chairman and Chief ExEcimvE Officer 

Pacer Systems, Inc. 

Chairman and President 
National Small Business United 

Mr. Chairman and Members of the Committee: I very mudi appreciate the oppor- 
tunity to testify today on the vital issue of access to capital for the Nation's smaller 
businesses. My testimony is on behalf of National Small Business United (NSBU), 
a nation-wide small busmess advocacy group with over 65,000 member businesses 
from sl\ states and across virtually all industrial sectors. 

In addition, I can speak as the Chief Executive of my own firm, Pacer Systems, 
Inc. which is a diversified engineering and electronics manufacturing company. 
Pacer is twenty-five years old, has offices in six states and Europe and annual sales 
of (30 million. It is instructive, Mr. Chairman, that althou^ Pacer is on the 'liigh 
end* of our country's small business sector, within the past year or so we have had 
two instances where we have had difficulties in obtaining financing: One concerned 
short-term bank financing; the other involved long-term e^ity financing of a spin- 
off venture. If my companv has encountered these difficulties, one be^ns to fathom 
the difficulties much smaller, less well-established firms are experiencing. 

So, we would like to sincerely commend you and the other members of the Com- 
mittee in placing a high priority on this extremely important area of policy. It may 
seem redundant to say it because it is now generaUy well-understood, but let me 
reiterate it once more: The recovery from the economic recession, especially expan- 
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sion accompanied by job srowth, will be dependent on a 8tn>ng and vital small busi- 
ness sector. Without small business leading the way, the recoveiy will stall or move 
forward at an atypically sbw rate, ensuring continued economic dysfunction for an 
extended period. 

Also, in the longer term, small business must be able to obtain affordable long- 
term capital for renewal of physical assets, training and retraining of the workforce, 
conversion of technologies into useful, competitive products and for research and de- 
velopment of new tedinobgies. Since World War U there has been a dironic short- 
ape of affordable bnff-term capital for small- and medium-sized companies in the 
Imited States. This shortage has been especially acute late]3r, as the various regu- 
latoiy and economic forces have caused the U.S. financial institutions to become 
even more risk-averse than they would be normaUy. In ooniuhction with Arthur An- 
dersen's Enterprise Group and the Gallup Organization, ^iSBU conducted a survey 
of the small business community during the summer of 1992, whidi is somewhat 
illustrative of the problem. The sunrey snowed that almost half of small businesses 
had tried to get a loan in the previous year, one in four were denied. Of the business 
owners with loans, 45 percent reported eiUier a decrease in their banker^s vfiUing- 
ness to lend or unfavorable changes in their loan terms. So, again, the woric of i& 
Committee is most timely and appropriate. 

General Comments on Small Business Financing 

The Nation's community of small businesses, now numbering almost 20 million, 
is unique in the world, in its size, its makeup and its vitality (with resocct to busi- 
ness formations and failures, the risks taken, and the productivitv ana innovation 
exhibited year afler year). Indeed, even if the industrialized world forms the triad 
of multi-tnllion dollar economic blocs as predicted by experts, the U.S. will have <me 
"ace" that neither Europe nor Japan have: a dynamic smaU business oonmnmity 
that is the "engine" of job growth. Only China, in my experience, seems to exhibit 
the culture of inherent entrepreneurism we see in the U.S., but it lades the political 
structure needed to fully exploit it. 

However, the very size and diversity of the small business community challenges 
public policymakers when Oiev seek to address one or another facet of small busi- 
nesses' needs. This is especially true in finance, as the types, amounts, freouenqr 
and even the form of financial requirements vary widely within the sector. Of the 
countiys 20 miUion small firms: 

• About 15 million are unincorporated companies, proprietorships and the like; 
and 

• About 5 million have at least one full-time employee and range up to 500 em- 
ployees. 

The first group have a high birth/death rate, are usually financed initially with 
owner/proprietor capital and derive operating capital from ongoing profit/cash flow, 
supplemented by micro-loans, either from local banks or individual credit cards. 

Tne second group contains within it companies with a broad variety of business 
plans, cultures and owner aspirations regarding expected financial payback: 

• Some are ''lifestyle" companies in which the owners derive financial paybadc on 
a vear-to-year basis from the cash flows generated by the firms. Usually Uiese are 
relatively closely-held companies and rely on bank financing to supplement the com- 
pany profits. Generally there is little interest in utilizing equity as a ^nd-raising 
asset (except as security for loans); even if there were interest hy the owners, there 
would be httle interest by outside investors except as an acquisition. Most of these 
firms are kept within a family or are sold to another entity (or the employees) when 
the owners want to cash out. 

• The others are, to one degree or another, growth companies where the owners 
intend to realize their financial payback via the increased valuation of the company 
stock. Owner liquidity is derived either from public offerings and/or sale of the ousi- 
ness; less frequently (in the U.S.) dividends provide added ongoing shareholder re- 
turn. These firms can be of interest to outside investors, public or private. Public 
investors derive payback via increased share values and dividends. Private investors 
expect their pavbacks via increased share valuation and, in some cases, payouts due 
preferred stockholders; their liquidity is derived from various "exit" schemes, includ- 
ing public offerings, sale of the companv and ESOPs, among others. 

It is important to review these small business characteristics because the types 
of financing mechanisms available to small enterprises vary with their operating 
goals, characteristics and owner aspirations. 

For this reason, Mr. Chairman, nnancing of smaU business must be looked upon 
as a mosaic with many facets, not a monolithic problem to be solved with a single 
panacea or ''silver buUet." The two bills whidi are the subject of today's hearing 
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show this understanding on the part of the Committee, so I would like to briefly 
comment on each. 

««Small BusineM Incentive Act of 1993*" 

It is a sad oommentaiy on the state of affairs, but in my view, and with the usual 
caveat for exceptions, the classic private venture capital industiy in this countiy has 
essentially withdrawn from the small business sector. They have become risk averse 
and economically driven to larger and larger (and surer) deals. Thirty-five venture 
capital houses refused to consider my company's spin-off venture this past year be- 
cause, at $4 to $6 million, it was "too small." Mr. Chairman, when a $5 million deal 
is ''too small," you are out of the small business business. Fortunately, it appears 
that foreign capital will be able to meet our needs, but too few small businesses 
have explored tne potential of foreign capital. 

This is mentioned merely to point out the crowing importance of the financing ve- 
hicles such as BIDCO's, BDCs, SBICs and the like, in providing needed aCTordiBble 
long-term capital to small businesses. In the context of the funding mosaic, these 
vehicles are able to supply funds to those types of businesses that need the money, 
and at costs which they can afford/are willing to sacrifice. 

Therefore, the thrusts of the 'Small Business Incentive Act of 1993" are ri^t on 
the mark. Ill leave it to those more familiar with the technical aspects of the Act 
to argue the appropriateness of the specific limits, etc., but it's clear that the Securi- 
ties and Exchange Commission and the Committee are on the right track. The key 
is to provide more freedom of action and flexibility while presenring the "quality^ 
aspects of the investment process. It seems to me that the draft bill does this. 

'^mall Busineea Loan Securitization and 
Se<Bonclary Market Enhancement Act of 1993** 

Whereas the "Small Business Incentive Act" is aimed at that segment of the small 
business community wherein equities come into play, this Maiket Enhancement Act 
addresses an even broader range of smaU firms' needs. Bank financing is critical 
to all growth companies and many lifestyle firms, so this is probably the single most 
important niche of the financing mosaic. NSBlPs survey shows that the vast minor- 
ity of small businesses look to banks to provide most of their (long-term and ^ort- 
term) capital needs. By creating a solid secondary market for small business loans, 
the Act would improve the flow of available funds which banks could make available 
to smaller firms. 

Currently, the mood of banks is such that making business loans is a less attrac- 
tive risk/reward proposition than investing in U.S. securities. So, it isn't so mudi 
the total amount of money available that is the problem, but the combination of reg- 
ulatory pressures on banks and levels of U.S. government borrowing that combine 
to limit availability to small businesses (who, of course, are perceived to be riskier 
than bigger firms, despite the 2 percent default rate reportea in 1992 by the Small 
Business Administration with its $22 billion portfolio). 

By removing regulatory bars to small business loan securitization, this Act would 
lower the perceived risk at the banking level and encourage loan availabiliW. Again, 
the overall thrust of this bill is on tne mark, and is supported bv NSBU whole- 
heartedly. There are some technical concerns about the specific workings of the bill, 
but I will leave these to be discussed at more length by Gaiy Baker in his testi- 
mony. 

Additional Actions Needed 

In suggesting additional actions required in the area of small business financing, 
Mr. Chairman, I in no way want to diminish the importance of the actions the Com- 
mittee is already taking in the two bills under discussion here. However, in the con- 
text of the ''financing mosaic," allow me to suggest some other actions, which may 
be appropriate for the Committee as a whole, or this Subcommittee: 
• One of the niches of financing that has been a diHicult one over the vears has 
been long-term financing of life style companies. This arises because the nature 
of the companies usually precludes interest from venture capital and other such 
investing groups; yet these firms periodically need long-term loans to improve 
quality and productivity. 

In the earW 1980's, NSBU, led by its member organization in Ohio, the Council 
of Smaller Enterprises (COSE) in Cleveland, proposed a specific, new funding 
mechanism to fill this part of the "mosaic," called the Small Business Participat- 
ing Debenture (SBPD). This was, in essence, a long-term note with characteristics 
for the investors which looked more like an equity investment (capital gains treat- 
ment of interest, for example). 
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Peiiiaps it's time to reexamine a mechanism like SBPDs to treat this aspect of 
financing. 

• Last wedL the Chainnan of the Federal Reserve recommended a return to "diar- 
acter loans." This was a method of showing his concern for the credit crunch on 
small businesses. He also, indirectly I think, reflected the fact that the Uvge, 
money center banks are not reallv back doing small business loans. In Massachu- 
setts last vear, the Danvers Bank, a local bank with $240 million capitaliiatinn, 
did more SBA loans (numerically) than any other bank in the state. It seems rea- 
sonable that the Committee should consider moves to provide incentives for large 
central banks to reenter the small business lending business. 

• llie current individual loan limitation for most so-called Section 7(a) guaranteed 
bans tJirou^ the SBA program is $750,000. Althou^ this was raised from 
$500,000 not bng ago, it stillis too low for manv companies, espedaUy ^ a time 
when the SBA program mav be the only practical source of funds for many oonqui- 
nies. We would recommena that the limit be significantly raised, perhaps to $L5 
miUion (with appropriate safeguards) and indexed to inflation, as you nave pro- 
posed in some features of the "Incentive Act." This may also make the program 
more attractive to some of the money center banks. 

A^ain, thank you for the opportunity to testify today on this most important small 
busmess issue, fll be happy to answer any questions you might have. 

TESTIMONY OF GARY E. BAKER 
March 4, 1993 

Introduction 

Mr. (^airman and Members of the Subcommittee: Good morning. My name is 
Gary Baker. I am founder and President of Baker Investment Group, a small busi- 
ness and real estate investment firm in Ann Arbon Michigan since 1980. Among 
other activities, I was a co-founder and President of Access BIDCO until last year 
when I left to help form Captec BIDCO, which is in the process of beinff formed. 
I am a member of the Board of Trustees of National Small Business Unitea (NSBU) 
whidi is the oldest trade association exclusively representing small businesses in 
this country for over 50 years. NSBU is a volunteer-driven association with over 
GOjOOO small business members in all 50 states. 

Thank you for this opportunity to address you on the problems of "access to cred- 
it" (debt) and the ''access to capital" (equity) for small businesses. I will confine my 
testimony today to the following topics: 

1) Small Business Incentive Act of 1993 

2) Small Business Loan Securitization and Secondary Market Enhancement Act 
of 1993 

3) Additional action the Senate Banking Committee should take to address the 
needs of small businesses seeking access to capital. 

Small Business Incentive Act of 1993 

The Small Business Incentive Act of 1993 seems to be a step in the right direc- 
tion, and for this we should all thank you. Recognizing that outdated regulation can, 
and does, act as an inhibitor to the access of credit is an important first step. Tlis 
act is fairly technical and in the interest of time, I shall confine my testimony fur- 
ther to Section 204. Exemption for Business and Industrial Development Corpora- 
tions (BIDCOs). This section would automatically exempt BIDCOs from regulation 
under the Investment Company Act of 1940 under certain conditions, thereby reduc- 
ing the need to obtain individual exemptions on a case-by-case basis. 

An understandins of BIDCOs would be helpful in considering the ramifications of 
this section. BlDC(Js are a new type of financial institution designed to provide ac- 
cess to debt and/or equity financing for small and medium size companies. BIDCOs 
fill the gap between typical low risk/low return commercial bank lending and hi^ 
risk/high return venture capital investing. 



low risk/low return 

—debt financing , 

— conunercial banks , 



niedium risk/niedium return 

—debt and/or equity financing 
—BIDCOs 



high risk/high retuni 
—equity financing 
—venture capital 



Regulatory limitations on commercial bank lending help create the market for 
BIDCO financing. For debt financing, BIDCOs do not comoete directl^r with oonven- 
tionill commercial bank loans. If a company can ffet bank nnancinff with reasonable 
tem^ tind conditions, it will, due to the existing banking relationsnip and less com- 
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plicated application process. However, if a loan to a company is viewed as too risky 
lor t>npical commercial bank lending criteria, a bank may attempt to utilize some 
outside credit enhancement, such as the Capital Access Program or the SBA 7(a) 
Guaranteed Loan Program. If a company stiU can not quali^ for one of these pro- 
grams, then BIDCO financing mav be an appropriate option. It mig^t also be pos- 
sible to increase that company's ability to borrow from banks, if the BIDCO financ- 
ing was subordinate to the bank's loan. A bank that has an ongoing relationship 
with a company, may find itself in a situation where it would like to loan the entire 
amount recfuested, but is unable to. due to the company's existixig debts or its debt/ 
equity ratio. Banks are not allowed the flexibility to charge a hipi enousdi interest 
rate or take an eauity position in order to compensate for the higher risEs. In this 
case, BIDCOs could provide the balance of the nnancing required. Additional eauity 
or BIDCO financing may be a requirement before a bank loan can be obtained. Also, 
BIDCOs are not interested in establishing a depositoiy relationship with their port- 
folio companies. Those companies will continue to need a good relationship with a 
commercial bank. 

In the case of Michigan BIDCOs, they are Michigan corporations licensed pursu- 
ant to Midiigan PA. 89 of 1986, commonly referred to as the Michigan BIDCO Act. 
As private for-profit corporationflL the^f are licensed and regulated by the Michigan 
Financial Institutions Bureau, which is the same agency that resulates state char- 
tered banks, savings and loan associations and credit unions. BiDCOs are subject 
to examination at an^ time by the Commissioner of the Financial Institutions Bu- 
reau. Such examination is re<;[uired at least annually. Further, BIDCOs and their 
officers and directors are subject to the enforcement mechanisms for violation of 
said Act that include, among other procedures and remedies, the Commissioner of 
the Financial Institutions Bureau's power to investigate, issue cease and desist or- 
ders, hold hearings, remove officers and directors, take possession of the BIDCCs 
property and busmess, appoint a conservator and licjuidate that BIDCO. The regu- 
latory system administered by the Financial Institutions Bureau is designed to pre- 
vent fraud, conflicts of interest, and mismanagement, and to promote competent 
management, accurate record keeping and appropriate communication witii stock- 
holders. 

Being subject to the regulatory and enforcement provisions of the Act provides the 
comfort to: 

• Prospective shareholders so as to facilitate equity investments in BIDCOs, and 

• Prospective debt sources so as to facilitate borrowing of money by BIDCOs. 

And in general, to safeguard the reputation of BIDCOs as a type of financial insti- 
tution. 

This veiy careful regulation and supervision of BIDCOs could and should super- 
sede the protective intent of the Investment Company Act of 1940. Therefore, there 
are three restrictions on this automatic exemption as stated in Section 204 tiiat 
should be reexamined. 

First, Section 204 states that BIDCOs will be automatically exempt, if they pro- 
pose to do business primarily in that state. This should be left up to tne state uiat 
is regulating the BIDCO. While it is true that most, if not aU, BIDCOs currently 
operate within the state where they were formed, this may not always be the case. 
As specialization creeps into the financing industry, at the scune time as state 
boundaries fade as a realistic barrier to trade, it is very conceivable that specialty 
BIDCOs will form around certain industries where there is common knowleofle and 
understanding. This is certainly true in the venture capital industiy. If a BIDCO 
can conduct its affairs in such a manner as to snake the state regulatory agency 
comfortable with its market nidie approach, and gains approval to loan money to 
businesses outside the state, what additional benefit would this proposed law hope 
to attain? Banks loan outside their state. 

Second, Section 204 states that BIDCOs will be automaticallv exempt, if at least 
ei^ty percent of each class of securities being offered must be held by persons who 
reside, or who have a substantial business presence, in the state where the BIDCO 
is regulated. While this will probably happen anyway, is this requirement necessaiy 
as long as all Blue Sky Laws and other securities reflations are complied with in 
each state where the securities are being offered, which is what happens currently? 
Again, the state regulatoiy agency is veiy thorough, because it has not only initial, 
but an on-going regulatoiy responsibility. Today capital does not stop at a states 
boundaries for other types of investments. Is this an undue restriction for BIDCOs? 

Third Section 204 states that this automatic exemption wiU be only available to 
BIDCOs that offered their securities solely to accredited investors or other persons 
as the Commission may permit. Please look at this requirement a^ain. Maybe this 
could be modified in such a way as to conform to a typical Regulation D exemption 
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in the case of an interstate private placement ofiering. That is — ^no more than 35 
non-aocredited investors. BIDCOs typically capitalize at under $10 naiUion, with 
some capitalizing with less than $2 million. To nave over 100 investors, and thereby 
falling under the current provisions of the Investment Company Act of 1940, the av- 
erage size owner^p interest may be appropriate for certain investors that do not 
meet the strict defimtion of an accredited investor. Again, the state regulatoiy agen- 
cy would be veiy interested this aspect of the capitalization process. 

This is a good bill that could be better with a few more dianses. Those chan^ 
are small, but could be important to certain BIDCOs trying to form without mag 
throu^ months of waiting and unnecessary regulatoiy red-tape at the FcSonu 
level, just to be granted an individual exemption anyway. These suggested changes 
may not even arouse opposition. 

Small Business Loan Securitization and 
Secondary Bfaricet Enhancement Act of 1993 

The Small Business Loan Securitization and Secondary Market Enhancement Act 
of 1993 is intended to remove some of the regulatory impediments to small business 
loan securitization, thus providing new sources of funds for banks making small 
business loans. If this works, it is a great idea. It is modeled after the Secondaiy 
Mortgage Market Enhancement Act of 1984 (SMMEA), which is tremendously suc- 
cessful at increasing the funds available for residential mortgages. However, there 
are some important differences between mortgages on residential real estate and 
small business loans. 

I am concerned about the **Law of Unintended Consequences." Just as Sir Isaac 
Newton observed — for every action, there is an equal and opposite reaction— for 
every law there are hidden and unintended side effects. As you know, this is a rule 
of politics, not physics, but it is just as consistent. I am concerned that this proposed 
law may very wefl cause some unintended consequences. 

First, mortgages that are sold on the secondary market are "formula driven." That 
is, they have diaracteristics similar enough to conform to certain fairlv specific re- 
quirements that allow them to be pooled with other mortgages and securitized. 
Many small businesses need access to credit that fall outside of a strict formula that 
would be necessary in order to sell the loan. This would necessitate the banker writ- 
ing two loans. One that could be pooled and securitized on the secondaiy maiket 
(with less risk) and one that would be held by the bank (with greater risk). This 
could mean less collateral for the second loan because it was needed to support the 
first loan. Also, the second loan and payments on that loan will probably nave to 
be subordinated to the first loan. Currently, the banker writes one loan with a 
blended risk profile. Under this proposed legislation, does the banker cany a nnall* 
er subordinated loan with a higher risk, or does the banker decline wi^Wing the sec- 
ond loan altogether, thereby reducing the access to credit for that small business 
customer? Neither position is good public policy. However, a BIDCO loan, which is 
almost always subordinated anyway, could be substituted for the second (riskkr) 
bank loan without exposure to depository funds. 

Second, many banks now use the secondary market as their exclusive residential 
mortgage progrcun. If a potential customer attempts to obtain a residential mortgage 
that does not conform to the requirements necessarv for the bank to sell it in toe 
secondary market they are turned down. While I oon't think this will be a wide 
spread problem with small business loans, because there will be too many small 
business loans that would not conform to the neoessaiy criteria, it would be a shame 
to give even one bank an excuse like that to turn down a small business loan. 

Third, under the bill ''small business related securities" are securities that are 
rated as "investment grade." What are the characteristics of loans that are pooled 
to back these securities? Just how restrictive will the loan covenants have to be? 
Will there be one national form for small business loans? Could the market, and 
thereby the loans, be pooled into different risk categories with difierent interest 
rates commensurate with the risk? This legislation should not specificallv prohibit 
this from occurring. It would open the mancet to a wider range of small business 
loans. 

Fourth, and most important, include more than traditional commercial banks as 
originators of loans. Just as mortgage companies can originate resid^itial mort- 
gages, amend this act to include other regulated non-bank small business lenders 
as originators of small business loans. The SBA allows for non-bank lenders in its 
guaranteed loan programs with great success. As in the residential mortgage mar- 
ket and the SBA guaranteed loan progran this should actually increase the funds 
available for small business loans and increase the competition in certain areas for 
small business loan customers. BIDCOs are an exceUent example of sudi a regu- 
lated non-bank small business lender. 
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Increasing the propensity for providing more small businesses with access to cred- 
it is a worthy goal and I commend you for your effort. This can be a verv com- 
plicated problem, with any solution subject to the "Law of Unintended Con- 
sequences." These potential unintended conseauences may have already been con- 
sidered, but to the extent this testimony was helpful I am fflad to provide it. This 
is a good start and with a few adjustments could be good pubuc policy. 

Additional Action the Senate Banking Committee 
Should Take to Address the Nee<is of Small Businesses 
Seeking Access to Capital 

So far we have been addressing access to credit (debt) for small business, however 
we all know that it is much more difficult for small businesses to obtain access to 
capital (equity). 

The absolute best way for Congress to increase all types of equity investment in 
small businesses is to provide a tax credit to any non-owner or non-immediate fam- 
ily member who invests in a small business. (Owners and immediate family mem- 
bers will probably be motivated by other factors to invest in a small business.) I un- 
derstand this is not revenue neutral in the short-term, therefore it may be more dif- 
Hcult to pass it in today's political environment. 

The best way for Congress to increase professional equity investment in smaU 
businesses without increased spending or providing tax incentives is to create a na- 
tional framework (minimum definition) for BIDCOs that are licensed and reflated 
as BIDCOs by the individual states. This will give them visibility, credibility and 
minimum consistency. Then create reasons for each state to pass enabling lesisla- 
tion and reasons for professional investors in each state to form BIDCOs, sucn as, 
automatically exempt BIDCOs from the Investment Company Act of 1940 and allow 
them to originate loans that can be pooled and used to back ''smaU business related 
securities." This will start to look like a cohesive and more comprehensive program 
to assist small businesses in obtaining access to credit and access to capital. 

Conclusion 

In conclusion, I hope you found this testimony valuable. These are critical issues 
for small businesses, so 1 urge your expeditious consideration. If I can be of any fur- 
ther service, I am available to work with you or your staff. Thank you for this oppor- 
tunity. 

APPENDIX 

BIDCO (Business and Industrial Development Corporation) 

In order to understand the flexibility afforded a Michigan BIDCO, a discussion 
of a 'typical" BIDCO may be helpful. Michigan BIDCOs are a new type of financial 
institution designed to provide access to debt and/or equity financing for small and 
medium size companies. BIDCOs will provide access to capital, filUng the gap be- 
tween typical low risk/low return commercial bank lending and high risk/hign re- 
turn venture capital investing. 

Regulatory limitations on commercial bank lending help create the market for 
BIDCO financing. 



low risk/low return , 

— debt financing 

—commercial banks 



medium risk/medium return 

— debt and/or equity financing 
—BIDCOs 



hi^ risk/high return 
—equity financing 
— venture capital 



For debt financing, BIDCOs do not compete directly with conventional commercial 
bank loans. If a company can get bank financing with reasonable terms and condi- 
tions, it will, due to the existing banking relationship and less complicated applica- 
tion process. However, if a loan to a company is viewed as too risky for typical com- 
mercial bank lending criteria, a bank may attempt to utilize some outside credit en- 
hancement, such as the Capital Access Program or the SBA 7(a) Guaranteed Loan 
Program. If a company still can not aualify for one of these programs, then BIDCO 
financing may be appropriate. It might also be possible to increase that companv's 
ability to borrow from banks, if the BIDCO financing was subordinate to the bank's 
loan. A bank that has an ongoing relationship with a company, may find itself in 
a situation where it would like to loan the entire amount requested, but is unable 
to, due to the company's existing debts or its debt/equity ratio. Banks are not al- 
lowed the flexibility to charae a high enough interest rate or take an eauity position 
in order to compensate for the higner risks. In this case, BIDCOs coula provide the 
balance of the tinancing reauired. Additional equitv or BIDCO financing may be a 
requirement before a bank loan can be obtained. Also, BIDCOs are not interested 
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in establishing a depository relationship with their portfolio companies. Those com- 
panies will continue to need a good relationship with a commercial bank. 

Companies seeking an equity investment nnd that professional venture capital 
funds or professional, seasoned private investors generally seek tai^geted rates of re- 
turn above 40 percent per annum in the form of hujje capital appredation. These 
investors usually would not consider an investment m a less rapidly growing firm 
that might, for example, only offer a solid 18 percent per annum rate of return. In 
order to achieve those veiy hi^ returns, companies must have the ability to create 
li(}uidity (exit potential) for investors usuallv throu^ a sale of the company or an 
imtial public offering. Also, venture capital investors usuaUv require substantial 
input in the management of the company, if not control of the board of directoiB. 
Owners and managers of many companies object to this loss of control and sale of 
their companies to liquidate venture mvestments. 

In the past, companies that were in this medium risk/medium return market posi- 
tion would have to scale back and grow more slowly or find more flexible private 
investors who wanted to limit their risks, but also required a more reasonable rate 
of return (usually between 15 percent and 30 percent). These investors were difficult 
to identify. 

Private investors have no way to encourage quality deal flow and consequentlpr 
either have few opportunities to choose from or are inundated with so many busi- 
ness plans, from companies in all kinds of industries, that it is difficult to spend 
enou^ time researdimg each one. Thev usually do not have a vast array of experi- 
ence and expertise organized to assist uiem in making appropriate investment deci- 
sions. However, the most imi>ortant detriment to indiviaual personal investinff in 
smaller companies is the inability for any one investor to diversify his/her portfolio 
enou^ to spread the risk, and still have the technical and management expertise 
organized to monitor and assist each portfolio company. 

Regulation of BIDCOs 

Michigan BIDCOs are Michigan corporations licensed oursuant to Michisan PA 
89 of 1986, commonly referred to as the Michigan BIDCO Act. As private for-profit 
corporations, they will be licensed and regulat^ by the Michigan Financial Institu- 
tions Bureau, which is the same agency that regulates state chartered banks, sav- 
ings and loan associations and credit unions. BIDCOs are subject to examination 
at any time by the Conmiissioner of the Financial Institutions Bureau. Such exam- 
ination is required at least annually. Further, BIDCOs and their officers and direc- 
tors are subject to the enforcement mechanisms for violation of said Act that in- 
clude, among other procedures and remedies, the Commissioner of the Financial In- 
stitutions Bureau's power to investigate, issue cease and desist orders, hold hear- 
ings, remove officers and directors, take possession of the BIDCO's property and 
business, appoint a conservator and liouioate that BIDCO. The re^latoiy system 
administered by the Michigan Financial Institutions Bureau is designed to prevent 
fraud, conflict of interest, and mismanagement, and to promote competent manage- 
ment, accurate record keeping and appropriate commumcation with stockholders. 

Being subject to the regulatory and entorcement provisions of the Act provides the 
confidence to potential debt sources to leverage the BIDCO's asset base witii fiinds 
borrowed from other sources, such as insurance companies, pension fiinds, or other 
large financial institutions, which in turn increase profits to the BIDCO's stockhold- 
ers. While a commercial bank can sometimes leverage its equity by up to 15 to 1 
due to relatively low-risk loan portfolios, a 3 to 1 leverage is seen as a more prac- 
tical goal for a typical BIDCO providing both equity and oebt financing. 

The Act exempts BIDCOs from complying with certain usury statutes, so BIDCOs 
can charge a higher rate of interest. Tnis aUows for flexibility when structuring debt 
instruments with equity features (kickers). BIDCOs can also provide management 
assistance through its OfUcers, Directors, or affiliated professional service providers 
to help strengthen a weakness in a portfolio company's manajgement team or to pro- 
vide other types of professional services such as loan packaging. This help coula in- 
sure the success of the company and the objective of the financing. 

The Existing Michigan BIDCOs 

There are currentlv 10 BIDCOs licensed and operating in Michigan. The first one 
started in 1987, with most becoming operational only within the last few years. 
Each BIDCO has targeted specific geographical areas and certain industiy maricet 
segments. The State of Michigan, through the Michigan Strategic Fund, has made 
an investment in each of the previous BIDCOs. This was done to help gpet this new 
industry started ouickly. Due to the change in administration and priorities, the 
State will not make any additional investments. BIDCOs with investment by the 
State are restricted from doing business outside Michigan while the State is an in- 
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vestor. The enabling legislation that altows BIDCOs to be formed in Michigan is 
veiy flexible and encourages BIDCOs to taiiget the market segment of liieir oioice. 
Most of the BIDCOs have targeted investment opportunities in the upper end of the 
typical BIDCO risk/reward spectrum, much closer to venture investing than to com- 
mercial bank lending. This is a financing market segment that has been drasticaUy 
under served in Michigan. Although it has taken more time than some industiy ob- 
servers had predicted to jump start this new industry, it now seems that BIDCOs 
wiU establish themselves as a viable source for this type of pseudo-venture invest- 
ing. 

Captec BIDCO 

Captec BIDCO is a new BIDCO being formed in Ann Arbor, Michigan by Patrick 
Beach and Gaiy Baker. The mission of Captec BIDCO is to become a large non-bank 
flnancial institution with a strong asset base and constantly growing profits. This 
will be accomplished by providing primarily franchise businesses with long term fi- 
nancing at reasonable interest rates that are then guaranteed by the U.S. Govern- 
ment through the Small Business Administration 7(a) Guaranteed Loan Program 
and sold in the secondary financial market. 

Being subject to the regulatory and enforcement provisions of the Michigan 
BIDCO Act provides the confidence needed for the SBA to approve Captec BIDCO 
as a qualified non-bank lender of 7(a) guaranteed loans. Unlike other recently 
formed Michigan based BIDCOs, Captec BIDCO will concentrate on providing fi- 
nancing in the lower range of the typical BIDCO risk/reward spectrum, closer to 
commercial bank lending than venture capital investing. This is similar to the 
BIDCOs in California that only provide government guaranteed loans. Also, Captec 
BIDCO will be able to do business outside Michigan because it will be the first 
Michigan BIDCO not to have the State of Michigan as an investor. 

By concentrating on the franchise industiy, Captec BIDCO can take advantage of 
the expertise, experience and contact base of its affiliate, Captec Financial Group, 
Inc. (CFG). C^G is an equipment leasing firm that has served as a preferred source 
of equipment leasing for franchisees of recognized franchisers on a nationwide basis. 
CFG is constantly identifying opportunities within its existing franchise contact 
base for long term financing of the purchase and/or construction of real estate that 
are not being met satisfactorily. Captec BIDCO will contract with CFG, on a contin- 
gent basis, to assist in identifying appropriate prospects, completing the initial fi- 
nancial and business analysis and packaging the loan anpplication. CFG wiU also 
lend its expertise in loan administration and collection. Thereby, overhead is dras- 
tically reduced. The officers of Captec BIDCO will directly supervise and be respon- 
sible for all functions and activities. 

The officers have diverse and complementary expertise and experience. Collec- 
tively, they have substantial direct experience as master franchisees in the fast food 
and instant printing industries. They have a wide variety of experience in small 
business financing and management, which will help them analyze prospective com- 
panies. In addition, they have expertise in real estate acquisition, development and 
construction. 

The real benefit in becoming a SBA approved non-bank lender is the ability to 
sell most of each loan in the secondary marieet, which frees up capital to make more 
loans. By selling 85 percent of eadi loan in the secondary market, Captec BIDCO 
wiU reduce its risk. It will increase its return by collecting a: 

• Loan fee and reimbursement for all direct costs 

• Reasonable rate of interest on the portion of the loan retained 

• Premium on the portion of the loan sold, if it is sold for more than the face value 

• Servicing fee on tlie portion of the loan sold 

• Float on the loan payments from the time they are collected until remitted. 

Low overhead and the ability to sell 85 percent of each loan at a premium, allows 
Captec BIDCO to initially capitalize at $2 million with common stock. Additional 
capital in the form of debt is forecasted to be necessary starting in 1995, which will 
be secured by the ever growing asset base. Dividends are forecasted to start in the 
beginning of the second year and are forecasted to be a percentage of the profits. 
Its assets and profits are forecasted to grow substantially and will be the foundation 
of its success. 
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STATEMENT OF JEFFREY C. WIDEN 
Prbsident of total FOAM 

Small Business and Its Access to Capital as rr relates to 
The Small Business Incentive Act op 1993 

Good Mominfl! My name is Jeffrey Widen, and I am president and founder of a 
small business oased in Bridgeport, Connecticut known as TOTAL FOAM. Prior to 
TOTAL FOAM, I had starteatwo other companies in the foam packaging industiy, 
and in both cases, we had trouble with long-term financing I haa to sell one because 
I lacked the financing to expand. Both of these companies are veiy successful today, 
one has sales in excess of 100 million dollars annually, and the other moved out 
of sUte (with iU 135 jobs). 

With TOTAL FOAM, we have patented a unique foam packaging system that is 
ideally suited for packaging of anvthing from electronics and computers, to glass- 
ware and statuary. I started TOTAL TOAM in 1987, and invested aoproximately 
$450,000 of my own money with lots of long hours and the standard quotient of 
blood, sweat, and tears. 

During my first year with TOTAL FOAM, I explored every avenue of financing 
from banks to venture capital groups. I searched hi^ and low for financing, ana 
even with a excellent track record for new business start up, I had no success any- 
where in the Northeast. An initial call or visit to a bank was usually the extent 
of their interest, and usuaUv they didn't even return my phone call. 

After about a year and a half, I had spent most of my personal funds on engineer- 
ing, product development, and field evaluations; and quite honestly I was getting 
veiy concerned about the company's future. 

In late 1988, 1 was introduced to Allied Capital Corporation, which is a business 
development company located here in Washington, DC. With the support of Mr. 
David Gladstone, who is with us today, we were able to raise the financing to really 
get the company going, and finish product development and get our manceting ofif 
uie ground. To date, they have invested more than 2 million dollars into TOTAL 
FO^. 

We have continued to make the rounds of Connecticut banks, and at last count 
we have talked to a dozen or so about a business loan with no success. We stated 
that we were willing to do the paper work for a SBA loan, which is 90 percent ^ar- 
anteed by the full faith and credit of the U.S. government, but the banks basically 
discouraged us from this course. 

At this point in time, we still have no line of credit from any bank although, sales 
are increasing every month with sales of $160,000 in January. We are on tradt to 
achieve sales of $50 million within five years. We, however, need additional financ- 
inff to achieve these goals. 

While my situation may be somewhat unique, I can only tell vou that when I talk 
to other entrepreneurs and small businessmen in Connecticut, they tell me that, 'in- 
deed the banks are not making any loans." 

I am sure that somewhere, some small business is getting a bank loan as we 
speak, and I imagine that some banks are actively loaning money to this market 
place. There, however, is an excruciating shortage of financing available in Con- 
necticut, and especiallv in the Bridgeport area. 

It's really a sname because, it is the small business man that is creating the jobs 
(we employ 25 people) that ever/one says is no importance for our national econ- 
omy, and we can't get the financmg I believe 50 percent of all U.S. woikers are em- 
ployed by small businesses. There's money for corporate take-overs (where jobs and 
businesses are jeopardized) but there is no monev for job creating small businesses. 

I am sure that oanks are much less comfortable in ascertaimng the worth of a 
small business as compared to loaning money for a car, or a condominium develop- 
ment, but there has got to be more financing available for small businesses. 

The small business incentive act, and the secondary market enhancement act may 
be just what the banker needs as it reduces his risks, as he can pool and sell his 
small business loans to investors. The banker gets nervous in trying to evaluate 
something that he cant look up in the blue book or repossess. 

I don't Know exactly what I can say to vour committee. Senator Dodd, to empha- 
size the small business crises, but I do believe that the proposed legislation wiU 
help. I dont know exactly how you are going to make the banks be more aggressive, 
but I do know, however, that without Allied Capital, TOTAL FOAM would not be 
in existence today. 

I believe in Allied Capital and the business development company concept. These 
type companies seem much more at ease with small Dusinesses, and if these devel- 
opment companies can be stimulated to create more loans, this might be the answer 



Digitized by 



Google 



57 

you're lookinf^ for. Also, if more BDCs could be created, this would be veiy helpful 
for small businesses, and for the United States economic growth in general. 

Senator Dodd, I hooe your committee will lend a sympathetic ear to the small 
business man, and to legislation that would encourage busmess development compa- 
nies to continue to grow and prosper. 

I appreciate the opportunity to speak with this committee today, and thank you 
for your time and efforts in helping the small business community. 

STATEMENT OF DAVID GLADSTONE 

President op Alued Capital representing 

The National Association op Small Business Investment Companies and 

The National Association op Business Development Companies 

L SUMMARY 

Allied Capital, National Association of Small Business Investment Companies and 
The National Association of Business Development Companies all appreciate the op- 
portunity to express their views on the proposed legislation titled, Tme Small Busi- 
ness Incentive Act of 1993," developed originally in 1992 by the Security and Ex- 
change Commission C^EC*) and having been changed and amended since 1992. We 
want the Senate to know that we strongly support the underlying objectives of this 
legislation which is designed to promote capital formation for small business. We 
know from our experience that small businesses are the cornerstone of the U.S. 
econonw and their growth and prosperity generates most of the new jobs created 
in the United States. We also understand tnat access to financing in the securities 
maricet as well as throus^ banks and other third party lenders can be enhanced by 
reducing regulatory burdens. 

n. BACKGROUND ON ALLIED CAPITAL 

Allied Capital Corporation and its sister company Allied Capital Corporation 11 
are two of the few Business Development Companies (BDC's)^ in existence today. 
The two companies are regulated by the Securities and Exchange Commission (SEC) 
and you should also know that both AUied I and Allied 11 each have as whollv 
owned subsidiaries Small Business Investment Companies (SBICs) which are h- 
censed and regulated by the U.S. Small Business Administration. These companies 
are chartered and licensed only to make small business loans and investments and 
have no other reason for being in existence. Both of these companies are traded on 
NASDAQ and both are well received by the public as publicly traded companies that 
help small business. 

m. COMMENTS ON THE CURRENT «^REDIT CRUNCH^ 

In 1974-75 when I was making loans to small businesses, credit availability was 
terrible. There were no loans available. In 1981-82 when interest rates were sky 
high, credit for smaU business was non-existent. Both periods were tou^ times for 
small business. But both the BOD periods pale by comparison to Uie credit shrink- 
age of 1991-93. There is almost no credit available to small business today. The 
landscape for credit is a wasteland. Businesses are starving for funds. 

What is Causing xms "Credit Crunch^ 

There are several items one can point to. In my opinion banks are not lending 
because of regulations and litigation. There are too few non-bank lenders. 

1. Regulation is Killing Bank Loans 

The regulators have imposed so many conditions on a banks new loans that it 
stops all loans. I sit on the board of a Bank and if that bank followed everything 
the regulators proposed, the Bank could not make a new loan. In short, the bank 
regulators have regulated small business loans out of existence. What loan officer 
wants to stand before a board of directors of a bank and answer to a regulator who 
tells the board that the loans office is not in compliance with the regulations. Even 
though the regulation is one that says he didn't get the real estate appraisal within 
30 days of dispersing funds. Or what loan officer wants to be accusea by Uie bank 
regulators of ''relying too much on character^ to make a loan! 



1 BDC's were created to be separate and apart fh)in mutual funds by the Small Business In- 
centive Act of 1980 ("1980 Act") [Pub.L. No. 96-477], as a categoty of venture capital companies 
subject to separate and distinct provisions of the 1940 Act designed to veoognize their distinct 
characteristics. A BDC is a special closed-end management investment company with securities 
requested under Section 12 of the Securities Act of 1934, and is operated for the sole puipose 
of making specific types of investments to small businesses. 
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No loan oflicer, who has a spouse and children, who depend on the paycheck, will 
risk their job to make sudi a loan. 

2. LUigatian U Destroying Lending 

Litigation is a way of life for every loan ofBoer in America today. This sweeping 
statement is the literal truth. Eveiy loan officer who has been making loans smoe 
the ei^ties has been involved in htigatk>n because borrowers now sue the banks 
they borrow money from, making outrageous claims against the banks; aU in lieu 
of repaying their debts to the bimk. Tins has left loan officers in a "shell shocked" 
state of mmd, and unwilling to make new loans for fear of creating another frivolous 
lawsuit. An entire generation of ban ofBoers have been demoralized and negativdy 
trained not to make loans. 

Loan officers cannot function in toda/s legal climate because lending ia predicted 
on the "good faith" of the borrower. There can be no good faith relationahips when 
one party (the banker) is always "looking over his shouldei^ for a possible lawsuit. 

Tnie astronomical number or lawsuits exist today becaus e lawyers can file frivo- 
lous lawsuits with no consequence to their client or themselves. This litigious cli- 
mate has shut down lending by thousands of loan officers. As lonjs as lawyers are 
permitted to make frivolous claims in court in hope that a ruiy win believe at least 
some of the claims and make an award of something to tnem, then, loan ofBoers 
will not lend. The point here is that if the jury doesirt side with the plaintiff then 
its no big loss to the law firm. 

Congress must pass a law that will allow defendants to recover from plaintiffii all 
legal and out of podcet expenses, if the plaintiffs lose their suit. It^s the on|y law 
that will restore order to the lending marketplace. Eveiy civilized Nation in the 
world has this rule except the United States. We need this law in order to turn the 
flow of funds back on to small businesses. I beg you to consider legislation in this 
area. 

3, There Are Too Few Non-Bank Lenders 

Currently there are too few institutions that will lend money to small businesses 
when banks are not in business of making those loans. As we know banks are oat 
of the business of making all but a few small business loans. This has caused the 
current credit crunch. One solution to alleviating the need for capital and small 
businesses is to help Business Development Companies and Small Business Invest- 
ment Companies grow by eliminating the reffulations that currently keeps them 
from making loans and investments to small ousinesses and raising money in the 
stock market. By eliminating the regulations that currently hamper Business Devel- 
opment Companies the United States Government is makmg it impossible for addi- 
tional financial institutions to grow and prosper. These new institutions could be the 
institutions that will make loans and investments to small businesses. We think 
that the new proposed law entitled, The Small Business Incentive Act of 1993," will 
take a giant step in the direction of encouraging non-bank financial institutions to 
come forward and since these institutions are for making loans to small businesses 
it will help the marketplace by providinff credit. While all the provisions of the act 
are not as liberal as they could oe, the mw is a step in the ri^t direction and we 
urge that the Senate go forward with this law. 

IV. SPECIFIC COMMENTS ON THE PROPOSED BILL 

1. BDC's should not be required to make available significant managierial 
assistance in all instances. 

WHAT CRITICS SAY 

Section 207 of the bill would amend Section 2(aX48) to provide that BDCs are 
not reauired to make available significant managerial assistance to any company 
that falls within the new category of eligible companies in which BDCs may invest 
(i.e. companies which do not nave total assets in excess of $4 million and capital 
and surplus in excess of $2 million). We understand that some fieople have concern 
that this diange will have the effect of transforming BDCs into the functional 
equivalent of traditional investment companies yet exempt them from some of the 
provisions of the 1940 Act (The Act"). What is believed by some critics of this provi- 
sion of the bill, is that the requirement that BDCs provide managerial assistance 
was a critical factor in Congress' determination that it was approj»iate to relieve 
these entities from many of the regulatory requirements under the Investment Com- 
pany Act. These critics believe that if BDCs were exempt from this requirement to 
provide managerial assistance, the BDC would more closely resemble traditional in- 
vestment companies rather than venture capital funds and therefore there would no 
longer be any reason to continue to exempt them from any of the Investment Com- 
pany Acts' investor protection provisions. Moreover, the critics say even under the 
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current managerial assistance requirements shares of an issuing small business 
company for which a BDC does not provide significant managerial assistance can 
be purchased and placed in the 30 percent ''basket" that a BDC has available for 
non-qualified securities. Accordingly, the critics maintain there is no need to relax 
the managerial assistance requirement as proposed in Section 207 of the new biU. 

OUR POSITION 

It should be noted that the reason for removing the requirement that BDCs pro- 
vide managerial assistance to the smallest of small businesses was an endeavor to 
create larger business development companies that would invest in very small busi- 
nesses. Very small businesses are not being invested in today by most mutual funds. 
We think this idea in the new law has tremendous merit and could create some very 
laiige business development companies that would invest only in very small issuers. 
We would ask that Congress continue its drive to remove government regulation 
from the capital flow so that very small businesses can tap the large capital nuurket- 
plaoe. For example, if a large business development company could be created whidi 
did not have to ofler managerial assistance, small public companies could reap the 
benefit and, indeed, companies that are not public could achieve public status easier 
knowing that business develojpment companies (rather than individuals) would be 
there to buy their securities. We think relaxing the requirement for providing mana- 
gerial assistance to veiy small companies is an excellent way to remove current reg- 
ulatory provisions that inmedes capital to small business. We urge the Senate to 
continue this provision of the bill. 

We believe that it is quite important for the SEC to exempt BDCs from making 
available significant managerial assistance with respect to £he new company that 
is described in 55(aX7) whuh is described in section 206 of the new bill. We believe 
this is important becaus e it will free up the BDCs to make available financing to 
these lesser known, smaller, publicly-traded companies. It should also be noted mat 
Section 207 contains the provision giving the SEC a great deal of power to make 
changes and close down the operation at any time it felt the public policy was not 
being well served because the language in the proposed bill says, "or with respect 
to any other company that meets sudi criteria as the commission made by rule reg- 
ulation or order V>ermit as consistent with public interest and protection of inves- 
tors." So the SEC has the autonomy to make policy decisions and stop the exemp- 
tions. 

We believe this provision will protect investors and therefore we think Section 207 
is a critical part of the legislation and should remain. 

2. BDC*8 should be permitted to purchase shares firom third parties per 
section 208 of the proposed bill. 

WHAT CRITICS SAY 

At section 208, the new bill would amend Section 55 of the Investment Company 
Act to permit business development companies to acquire the securities of eligible 
portfolio companies (as defined in Section 2(aX46) of^the Act) from persons o^er 
than the issuer or its affiliated persons which a BDC is currently required to do. 
Critics maintain that allowing BuCs to purchase securities in the seoondaiy market 
could have the effect of transforming sudi entities into passive investment pools, in 
effect, the functional equivalent of small cap" investment companies, yet exempt 
them from many of the investor protection regulations applicable to the latter. This 
result, critics say> would be contrary to the 1080 Small Business Securitv Act 
Amendments, wmch were premised on the fact that BDCs are fundamentals dif- 
ferent from traditional investment companies and that, among other things, BDCs 
are formed primarily to aid small businesses by furnishing them with venture cap- 
ital. Moreover, critics say, allowing BDCs to purchase shares in the secondary mar- 
ket would fail to further the stated goals of this legislation since there would not 
be any additional capital provided to the issuer. 

While adcnowledging that the seoondaiy purchases by BDCs of securities issues 
by small companies may have the effect of increasing the liquidity of those securi- 
ties, critics believe there are other means available for accomplishing this goal. Crit- 
ics note that one step has already been taken by the Commissions, that is, increas- 
ing the amount of non-liquid securities that can be held by an open-end investment 
company from 10 percent to 15 percent as set forth in SEC Release 33-6927, IC- 
18612 (March 12, 1092). Critics oelieve that the current exemption from the provi- 
sions of the Investment Companies Act which BDCs ei\joy can only be justified from 
an investor protection standpoint with the BDC performing its designated role of 
providing funds only to smaller companies. 
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OUR POSITION 

We take stronff exception to the criticism that the proposed law would allow 
BDC's to become functional equivalents of small cap, investment companies." Noth- 
ing could be further from the truth. Because at Section 55(aKl) it cleuiy states "se- 
curities purchased in transactions not involving any public oflering." This ckariv 
limits the Business Development Company from purchasing shares in the stocx 
market. What Section 208 ooes, is to allow a BDC to purchase from a third party 
in a transaction not involving a public oflering, shares of those businesses or debts 
of those businesses. Tlierefore a business Development Company could buy a note 
from a bank that was held by a small business or a note from Resolution Tnist thst 
was a small business note. Currentlv, a BDC can't buy these securities fi!t>m any 
third party. They must buy directly Irom the small busmess. This limits the ability 
of the Business Development Company to help a small business and indeed to buy 
attractive securities from non-puolic sources sudi as: banks, S&L's, Resolution 
Trust, FDIC, selling shareholders, selling individuals that are not affiliated with a 
company. 

Nothing in Section 208 of the new bill would allow a BDC to become the func- 
tional equivalent of a smaU cap stock because the BDC can't purchase any securities 
in 'transactions involving a public oflerinfl|' whidi includes the stock maricet. Hie 
critics here have missed the boat entirelv. What we are talking about in Section 208 
is the ability of a BDC to buy from third parties not involved m any public offering. 
We think this is the point that was missed by critics. Therefore in order to increase 
the availability of capital and liquidity for small business issuers in non-public 
transactions it is vital that Congress amend Section 55 as set forth in the new law, 
to permit purchases from third parties by Business Development Companies. We 
hope the Senate will do this. 

it ^ould be noticed also that the SEC has the ability per the legislation to rede- 
fine securities purchase in transaction not involving puolic oflerings by the veiy fact 
that at 55(aXl) it says that 'Hn sudi other transactions as the commission mav by 
rule prescribe if it finds that enforcement of the title of the Securities Act since 1933 
with respect to such transaction is not neoessaiv in the public interest" so therefore 
the commission can make determinations if it believes that somehow the door has 
been opened too wide. 

We would also like to emphasize that according to the proposed regulations the 
SEC has powers to prevent abuse, by the fact that the law says "suoject to such 
rules and regulations as a commission may prescribe as necessaiy appropriate for 
the public interest or for protection of investors." 

Both of these paragramis empower the SEC to close down the operation of BDCs 
if they want to preclude BDC's from activities that they deem to be wrong or hurtful 
in some way to public policy. We believe its time to open the door to capital for 
small business, and let the SEC make these decisions on future problems. 

3. BDC's should have a definition of small business but it should be the 
SBA's definition not the new definitions proposed by the SEC. 

At Section 206, the SEC has invented a new definition of small businesses thst 
is diflerent than the one established bv the U.S. Small Business Administration 
("SBA"). We have two standards: one for Small Business Investment Companies 
("SBIC's"), per SBA regulations, can invest in conipanies with a net worth less than 
$6,000,000 and after tax profits of less than $2jOOO,000, and a second standard for 
BDC's according to the new rule by the SEC. That is, ones with a net woith less 
than $2,000,000 and assets of less than $4,000,000. 

As an alternative to the use of two conflicting definitions of small business, we 
would strongly uige the Committee to adopt the size standard of the UJS. Smsll 
Business Administration for investments in small businesses by SBICs. 

To accomplish this. Section 206 of the bill would be modified at line 15 as follows: 
"(iii) it qualifies under the size standard established by the Small Business 
Administration for financial assistance from Small Business Investment Compa- 
nies under the Small Business Investment Act of 1958, and regulations promul- 
fated thereunder, or^ 
SDC's should be permitted to grow throutj^ borrowings. 

Section 209 on capital structure is a critical section for BDC's and growth. With- 
out it there will be no BDC industiy but only a few companies like Allied Capital, 
continuing to plow the fields of small business lending. With Section 209 of the new 
law, BDC 8 can grow to be an industiy. 

These provisions as set forth in Section 209, are provisions that are long and con- 
voluted and were worked out in many long days of discussions between ^e Associa- 
tion and the SEC. While it is mudi more convoluted then the simple approach we 
proposed to the Senate in previous testimony, in the spirit of compromise, we have 
agreed with the SEC that this is the best for aU concerned. We don't understand 
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all of the '^geyman'' that the SEC is desiring to prevent from coming into the Busi- 
ness Development Company business, but we do accept that they & need to have 
strong controls over the capital structure of the Business Development Companies. 
That IS why we are strongly in favor of Section 209 and uiige the Senate to make 
this part ofthe new bill. 

6. Tlie Propoeed Act will escpand the SBIC program as a source of capital 
for small business. 

Small Business Investment Companies (SBIC's) are licensed by the U.S. Small 
Business Administration and can only make loans and investments to small busi- 
nesses. We believe the Bill's passage in its current form could usher in a new era 
of publicly held SBIC's that are exempt from the 40 Act. Sections 201, 202, 203, and 
205 of the bill are extremely helpful to SBlCs. Combining that with the new partici- 
pating securities form of leverage just put on the books by the SBA could be one 
of the most powerful inducements to capital to make loans and investments in small 
businesses. We want to conmaend the conunittee for introducing these changes and 
believe it will be a boom to a new generation of sources of risk capital for small 
growth firms. 

CONCLUSION 

With only minor dianges we suggest that the Senate should pass the proposed 
law entitled, The Small Business Incentive Act of 1993.'' Even if the changes sug- 
gested are not made the Senate should pass the proposed law because it will do so 
much flood in our economy today. It will help small ousiness investment companies 
to lena more. It will help business development companies provide capital to small 
businesses. And out of all this it may develop (over the next ten vears) a group of 
lenders and investors specifically oriented toward helping aU of our small busi- 
nesses. And most importantly this new BDC industry can be based in raising money 
on the U.S. Stock Maricet as opposed to depositors and other government supported 
programs. We think that these changes wiU be magnified ten-fold within tne U.S. 
economy and help us all grow our way out of what can only be described as a ter- 
rible situation todav. We need your help. We ask that >;ou pass this law as quidtly 
as possible and pled^ the support of the National Association of the Small Business 
Investment Compames and the National Association of Business Development Com- 
panies to helping you champion this law through the Senate and the House and 
onto the President's desk. 

STATEMENT OF THE NATIONAL VENTURE CAPITAL ASSOCIATION 

March 4, 1993 
Introduction 

The National Venture Capital Association ("NVCA") is an organization which rep- 
resents over 200 venture capitalists nationwide. These venture capitalists were re- 
sponsible for investing over one billion dollars last year in small businesses. In 
many ways we comprise the backbone of high growth small businesses. Indeed the 
computer, computer peripherals, and semi-conductor industries were all small busi- 
nesses at one time and were started almost entirely through investments by venture 
capital funds. 

I. Capital Raising Problems of Small Businesses 

Your kind invitation to testify here today asked that the witnesses address, in 
general, the current problems facing small ousinesses seeking to raise capital and 
the witnesses' views on the reasons for those problems. Obviously, the membership 
of the National Venture Capital Association is vitally interested in such problems. 
Our membership, consisting as it does of virtually all of the private and public ven- 
ture funds in the country, deals with these problems on a daily basis. 

Recentlv, however, the country has experienced for the first time a sustained de- 
cline in the amount of venture capital available. Some of this decline is, of course, 
due to changed {i.e., increased) risK perceptions. Much of the decline, however, can 
be traced directly to the increased capital gains tax burden in place since 1986 and 
certain regulatory burdens which have restricted the flow of public venture capital. 

To be sure, small business wiU always haveproblems raising capital. Investing 
Id small business entails a high degree of risk. The much ballyhooed oanking ''credit 
crunch" is nothing new to small business. Small businesses are always part of a 
credit crunch. 

My point here is that, for the most part, the capital formation problems that small 
businesses face must find solutions that are investor based rather than credit based. 
Short of direct subsidies in the form of low interest government loans or guarantees, 

68-718 0-93-3 
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the things that will encourage an investor to invest in a small budDess, in addition 
to a reasonable expectation of hi^ return, are liquiditv and the ability to diversify. 
Banks and other traditional sources of debt capital wul lend only after substantial 
revenues have begun to flow and, ^nerally, the company owns su£Bcient hard as- 
sets as collateral. In contrast, eauitv capital is relatively dieap. Tliat is why it is 
critical to small businesses that the United States maintain a sufficient flow of ven- 
ture capital. 

A. Liquidity 

In genend, professional venture capitalists sedc to assure the investors in their 
funds that appropriate exit strategies are available. Almost alwa^, theae consist of 
initial public offerings ("IPO's*) or '1>uyouts"' or meraers with existing mature com- 
panies. What is missinf^ is a mechanism for trading, oetween sophisticated, institu- 
tional investors, the illiquid securities held b^ venture capital funds that suddenfy 
find themselves with need for additional capital but nowhere to sell their portfolio 
even thou^ other venture funds would be willing to purchase them. 

This anomaly appears to be an accident of history, llie Securities Act of 1933 (the 
''Securities Act") exempts, in section 4(2) 'transactions by an issuer not invoWiM 
any public oflering." (Emphasis added.) Section 4(2) provides, of course, the well- 
known ''private offering* exemption from the re^^istration provisions of the Seoirities 
Act. Because Section 4(2) is limited to transactions by an issuer, it does not exempt 
resales by purchasers, who themselves qualified for the private offering exemption 
as a sophisticated investor. These sophisticated purchasers do not have the benefit 
of the Section 4(2) exemption to resell the securities to other sophisticated pur- 
chasers, even though, haa the second group of sophisticated purchasers approadied 
the issuer, a sale to them would have been exempt. 

The exemption is, thus, "buyer based." That is, it is perfected by qualifying the 
buyer as a person who can "fend for himselP or is "sophisticated." Tliere would ap- 
pear to be no difference between the need to protect the first or the second ptt^ 
chaser. Indeed the Commission looked as if it would take this step when it noade 
its original proposal for Rule 144A. 



The problem, then, lies in the language of the statute itself. We would urge the 
adoption of an amendment to Section 4(2) so that section, as revised, would exempt 
from the Securities Act's registration provisions "transactions not involving amy poD- 
lic offering." This amendment would permit venture funds and, not incidental^, any 
other purchaser to sell securities purchased in a private offering so long as the sales 
were made to an appropriate purchaser. It would so a long way towara aooonqilish- 
ing the goals embooied in the SECs adoption of Rule 144A, uie development of a 
seoondaiT market in securities held by institutions and other sophisticated inves- 
tors, without unnecessarily relaxing the necessaiy protection which the prospectus 
delivery requirements of the Securities Act provide to the investing public. 

B, Ability to Diversify 

The 1980 "business development company^ amendments to the Investment Com- 
pany Act of 1940 (the "1940 Act") were certainly a well-intentioned effort to provide 
an additional, public, venture financing vehicle. Unfortunately those amendnaeiifts 
were so complex and difficult to admimster that few if any of the funds that took 
advantage, of these provisions have been able to successfully convince the laige 
pools of sophisticated capital, sudi as pension funds and insurance companies, to 
invest. Indeed, new investment in the venture capital industry by institutional in- 
vestors has declined in recent years from $4 billion in 1986 to about $1 billion in 
1991. While the NVCA believes that the failure to enact favorable capital gains 1^- 
islation is the primal^ reason for this decline, we also agree with tne aasessment 
of one venture capitalist that: 
among the factors contributing to this decline to the level [of institutional inveat- 
mentjin 1980 are the returns adiieved by other investment asset daases, the 
illiquidity of venture capital partnerships and the complexity of the partnership 
structure (as it has been developed ana refined by pension fund adviaoiy "gate- 
keepers" to protect their clients as limited partners).^ 

Making public venture capital funds realize their promise also has advantages for 
retail investors. Currently smaller investors have very little opportuniW to mvest 
in emerging growth companies during the earlier stages of their growth. Such oppor- 
tunities as they do have often involve extremely risky, illiquid investments in sin^ 
issuers; and they have little practical means of monitoring the investment. Pu^ 
venture capital funds would permit retail investors to invest in (1) diversified poit- 



^See Letter from Joe D. Tippens, Vice President, Merrill Lynch Venture Capital Inc. to 
Marianne Smythe, Director, SEC Division of Investment Management (Feb. 4, 1992£ 
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folios of (2) con^Muiies selected by professional venture capitalists (3) who will care- 
fully monitor the portfolio companies and provide them management assistance and 
(4) with the liquicuty provided by a public maiicet. 

We also agree with the statement of the National Association of Small Business 
Investment Companies that '^e BDC amendments to the [Investment Company Act 
of 1940] ^ould De treated as the first i^ase of an experiment to establish a sepa- 
rate res[ulatory sdieme under the 1940 Act for pooled investment vehicles that serve 
to provide capital to small businesses. . . ."^ We would think that if this Sub- 
committee wished to take a truly bold step toward advancing capital formation in 
this country that NASBICs suggestion would be an exoellent^laoe to begin. 

With those as "global" comments, we turn now to the specific legislative proposals. 
We have not commented on all or the proposals but have attempted to limit our- 
selves to those which have particular relevance to the professional venture capital 
comnmnity. 

II. The Small Business Incentive Act op 1993 

A. Amendments to The Investment Company Act of 1940 

1. Creation of New "Qualified Purchase f Exception 

The Commission has recommended the relaxation of the '^ investor^ test in 1940 
Act Section 3(cXl) throu^ the creation of a new "qualified purchaser^ exception. 
This exception, Uie analogue of the "accredited investor^ concept now part of the Se- 
curities Act (and the Commissions' Regulation D), would add section 3(cX7) to the 
1940 Act, and except from the definition of investment company any issuer all of 
whose securit^^ holders meet objective standards of financial sophistication.^ 

We favor this concept at least as a starting point toward encouraging institutional 
investors to invest in larger pools of mana^d capital. We question, however, the 
need for exclusivity of qualified purchasers m the proposed legislation. In our view, 
there ou^t to be some flexibility in the concept and we thus suggest that a 60 or 
65 percent threshold would be more appropriate. To tthe extent that non-qualified 
purchasers were to purchase the securities of the contemplated investment vehicle, 
we believe the presence of an overwhelming majority of sophisticated institutional 
investors would serve as a barrier to any concerns regarding the need for protection 
of those investors. 

2. Section 6 l(aXl}— Reduce Asset Coverage Requirements for BDC's 

The proposed legislation would amend Section 61(a) of the 1940 Act to permit 
business oevelopment companies to become more hi^ly leveraged. Currently, Sec- 
tion 61(a) requires 200 percent asset coverage for the issuance oT senior debt securi- 
ties by business development companies. The proposed legislation would amend Sec- 
tion 61(a) to reduce this asset coverage requirement to 110 percent provided that 
two conditions are met. With the lower asset ooverase requirements, business devel- 
opment companies would be able to raise more funoiB. This, in turn, would increase 
the amount of money that the BDCs would have to invest in small businesses. The 
NVCA supports this amendment. 

3. Section 61(aX2}— Permit BDC's to Issue Multiple Classes of Debt 

The proposed legislation would amend section 61(aX2) to permit a business devel- 
opment company to issue, without restriction, multiple classes of debt. We concur 
with NASBI&s suggestion to the SEC that this restnction against public borrowinfl 
by BDCs be eliminated to put BDCs in the same position as other public financial 
institutions.^ No one is quite sure why this restriction was included in the 1981 leg- 
idation and, at present, there seems little reason not to let market discipline be the 
regulator of whether a BDC should issue debt securities. 

4. Section 6 KaXSXA}— Permit BDC*s to Issue Senior Debt Accompanied by Warrants, 

Options, or Rights to Convert 
Section 61(aX3XA) as it is currently written forbids BDCs from issuing senior 
debt securities "accompanied by warrants, options or rid^its to subscribe or convert 
to voting securities" of a BDC. As with section 61(aX2), discussed above, the legisla- 
tive history of this provision is silent. We would like to take the opportunity to ap- 
plaud in particular proposed Section 209 of the Small Business Incentive Act of 



*See Letter from Peter F. McNeish, President, National Association of Small Business Invest- 
ment Companies to Marianne Snathe, Director, SEC Division of Investment Management (Jan- 
uaiy 27, 1992). 

''Qualified purchaser^ would be defined, in a new section 2(aX61), as whomever the Conunis- 
sion, by rule, derides. 

^See note 2, supra. 
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1993 which, as stated above, amends Section 61(aX2) of the 1940 Act to permit & ^ 
BDC to issue, without restriction, more than one class of debt securities, and whid 
amends Section 61(aX3XA) to permit a BDC to issue warrants, options, or riditsto 
subscribe or convert to voting securities, under certain conditions, either a&ne or 
accompanied by debt or other securities. Adopting this provision would provide 
greater financing flexibility to BDC's and increase tne numoer of investment strate- 
gies available to them. 

B. Proposal to Amend the Securities Act 

The NVCA supports the proposal to expand the SEC's exemptive authority under 
Section 3(b) of the Securities Act. Currently, under Section 3(b), the SEC may ex- 
empt through reflation oflerings up to $5 million. Section 3(b) has served as the 
statutory basis for the exemptions under Rules 504 and 505 of Regulation D and 
under Regulation A. The proposed legislation would increase the exemptive author- 
ity under Section 3(b) to oflerings oT up to $10 million. NVCA believes that this 
amount could be increased to $15 million without compromising investor protection. 

III. Additional Actions Needed to Assiot Small Business Capital Raising Ep- 

FORTS 
This section of our statement addresses several areas of concern, some of whidi 
are directly relevant to the Commission's proposed legislation and some of which are 
not. 

A. Amend Section 63 of the 1940 Act To Permit BDC's To Sell Common Stock Bdow 
Net Asset VcUue 

One of the reasons that BDC's have not proved a more popular vehicle is that 
they have generally attempted to raise all or most of their capital in a sin^e puUk 
offering. A venture fund (public or private) cannot, as a practical matter, invest tUi 
money in portfolio companies aU at once. First, it takes time to identify suitable in- 
vestments, and second, the funds generally reserve some money for follow-on financ- 
ing. Consecpentlv they must, at tne beginning, ''park" a large portion of their cap- 
ital in relativelv low-yielding money mancet instruments. 

Conventional private venture caoital funds avoid this problem by raising capital 
from institutional investors throu^^ subscriptions that provide for a series of pay* 
ments spread over three or more years. These phased pay-ins are designed to matm 
the rate at which the fund makes its portfolio mvestments. This structure improves 
the yield of the fund if its portfolio investments are successful. If BDC's could adopt 
a similar structure, they would be able to improve their yields and would thus be 
more attractive to both retail and institutional investors. 

There is a structure that would solve this problem. Under this structure, a new|y- 
organized fund would enter into subscriotion agreements with institutionid inves- 
tors to sell them shares in several installments. The price for the first installmeait 
would be fixed. The price for later installments would be the lower of the maitet 
price or net asset value at the time of the installment. The fand would then oondnct 
a public offering to raise its initial capital at the price paid by the institutions for 
the flrst installment. 

Unfortunately, an agreement by a registered closed-end fund (i.e., a public BDCS) 
to sell shares at a flxed price in several installments raises a legal question under 
the ld40 Act. There would be a possibility that the net asset vcuue of the fund at 
the time of any given installment would be greater than the subscription price. Sec- 
tion 23(b) of the 1940 Act prohibits sales oi shares of a closed-end fiind at a price 
below net asset value. Accordingly, if the "sale" were considered to take place at^ 
time an installment was consummated, there would be a possibility of^a violation 
of Section 23(b). 

The original 1980 BDC amendments loosened the restrictions of Section 23(b) for 
BDC's, but the liberalization was so oonflned by procedural limitations that it falla 
short of resolving the issue in a way that would permit BDC's to use the structure 
suggested above. Section 63(2) of the 1940 Act, which was added by the BDC 
amendments, permits sales at market price, even if that is below net asset value. 
It requires, however, that the shareholders approve the "policy and practice of mak- 
ing such sales of securities at the last annual meeting of shareholaers . . . within 
one year immediately prior to any such sale." 

Again, there is some ambiguity about the application of this provision, but it can 
be read to require shareholder approval each year of any issuance of shares at any 
price below net asset value. As a practical matter, section 63(2) makes it impossible 
for a BDC to enter into binding subscription agreements to issue shares at tne mtut- 
ket price. The result is a substantial impediment to venture capital formation be- 
cause of the continuing reluctance of institutional investors to invest in public ven- 
ture funds. 
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We recommend that Congress remove this impediment by a simple amendment 
to the 1940 Act permitting BDC's to enter into binding subscription agreements pro- 
viding for issuance over a period of time of shares at the then current market price. 
This would permit BDC's and institutional investors to make the conunitments nec- 
essary to permit BDC's to function the way private venture funds operated — ^thus 
carrying out the premise of the original BDC amendments and substantially in- 
creasing the amount of funds available to smaller businesses. 

This one small change in the BDC provisions of the 1940 Act has the potential 
for creating large new pools of venture capital to be invested in emerging companies. 
These pools will also have substantial advantages for both retail and institutional 
investors. 

B. Amend Section 205 of the Investment Advisers Act of 1940 to Reformulate the 

Compensation Provisions 

Section 205 of the Investment Advisers Act of 1940 (the "Adviser's Act") provides 
that an advisory contract between an investment adviser and a BDC may provide 
for compensation to the adviser based on a share of capital gains upon or capital 
appreciation of the funds of the BDC if, among other things, the compensation "does 
not exceed 20 per centum of the realized capital gains upon the funds of the busi- 
ness development company over a specified period or as of definite dates, computed 
net of all realized capital losses and unrealized capital depreciation. ..." (Emphasis 
added.) 

In its January 27, 1992 letter to the Commission, NASBIC urged a modification 
to the above-described formula which would permit the factoring in of unrealized 
capital gain. NASBIC pointed out that the SEC staff has, on occasion, aUowed in- 
vestment company act registration statements to go effective with disclosure that 
adds the word "net" before the term "unrealized capital depreciation" in the formula, 
in effect modifying the formula in the Advisers Act. 

In addition, ana also as pointed out in the NASBIC letter, it is now common prac- 
tice in the venture industry for venture capital advisers to calculate their perform- 
ance fees by netting out capital appreciation. We urge the Congress to make this 
latter formulation explicit in Section 205 so that public venture capital managers 
itre not disadvantaged relative to their private counterparts. 

C. Employee Stock Options 

A number of organizations, including members of the SEC staff, have been urging 
a revision in the treatment of accounting for employee stock options. Their view is 
that stock options are compensation and should in some form be chargeable against 
the future earnings of a company. 

This would have a disastrous effect on the total venture capital industiy. The ef- 
fective use of employee stock options is key to the veiy high efliciency with whidi 
venture backed companies achieve their goals. In many cases every member of a 
venture backed company will receive stock options, which are a tremendously effec- 
tive stimulant in keeping the team focussed on the goals of the organization. 

An earlier study showed that charging earnings for the "asserted value" of options 
would have artificially reduced the stated earnings of the companies studied oy 40 
peanoent. This would have seriously impacted the ability of those companies for ob- 
taining financing, and would probably have defeated the emergence of a number of 
major multi-national organizations, llie impact of this kind of proposal is not severe 
for large companies. The effect is most pronounced with very rapid growth, very 
ycmng companies. 

The dilative effect of options is a material factor in evaluating a company. We 
would suggest that the dilative effect be more prominently displayed in capitaliza- 
tion statements. 

D. Plan Asset Regulations 

ERISA has imposed a number of bureaucratic burdens on the venture capital in- 
dustry. When ERISA was first passed for several years no money flowed from pen- 
sion mnds into venture capital funds because of concern about the legality of such 
risk investments. Subsequently, the Department of Labor regulations provided re- 
lief, but continued to inopose oureaucratic burdens that still limit the number of 
pension plan investors. The regulations also create considerable toll in time and 
1m»1 expense for every new venture fund that accepts money from pension plans. 

ihe process that these procedures control is one that in fact is self-regulating. 
These burdens provide no meaningful protection to pension plan beneficiaries, yet 
for years we have not been able to obtain relief. We would propose that ERISA Act 
be amended to exclude well funded, single employer defined benefit plans from the 
plan asset regulations. 
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TESTIMONY OF THOMAS N. RICHMOND, JR. - 

First Vicb Prbsidbnt, McDonald & Company Sbcuritibs, Inc. ^ 

Concerning Improving Small Issuers' Access to Capital c 

Sammary ' 

I share the Suboommittee's concern about improving small businesses' access to , 
capital. Small business has a critical role to play in our economy by creating new 
jobs and new products. Helping new businesses find capital is critical to hdbing our i 
economy grow. I also am certain that Congress and the Securities and Ekcnanp { 
Commission can take these actions without jeopardizing investors and the pubhc , 

Both the Small Business Incentive Act or 1993, ana the Small Business Loan , 
Securitization and Secondary Market Enhancement Act of 1993 will help adbieve 
these goals. 

1. Tne Small Business Incentive Act of 1993 would raise the ceiling on exempt j 
stodt offering to $10 million. Congress has not altered this ceiling since 1980, and !! 
should do so to keep pace with inflation. J 

This legislation also would grant certain exemptions from the Investment Con- ■ 
pany Act of 1940 to improve the ability of investors to pool funds and invest in smiO * 
busmesses. Current exemptive provisions are too cumbersome or restrictive for ef* |i 
fective use. The bill woula mitigate these diflkulties, such as reducing restrictioDi k 
on business development companies and allowing the creation of exempt private in- {i 
vestment companies. While these exen^ions will not solve eveiy problem, they h 
would be a step in the ri|^t direction. i 

2. Tlie Small Business Loan Securitization and Secondaiy BAarket Enhancement i 
Act of 1993, S. 384, would facilitate the securitization of small business loans baaed \ 
on the moidel of the Secondary Mortgage Maiket Enhancement Act of 1964 j| 
C^MMEA"), which facilitates orivate securitization of mortgages. This legislataoD '\ 
would permit private poolers of^ small business loans to securitize the assets and lell \ 
them to a broad class of investors. While there are significant diflerences between l 
small business loans and mortgages, this lemslation would be extremely usefiiL Al- y 
lowing lenders to more easily securitize and sell loans to an enlai^ged universe of \ 
investors would encourage these same lenders to make, in turn, more loans, increeS' T 
ing the flow of funds to small business. It also would provide significant new invest* j| 
ment opportunities to the public. I urge Congress to enact this legislation. J 

3. The Senate approach to solving tnese capital access problems, that is, fadlitat- ' 
ing the issuance and trading of smaU business backed securities by the private 8e^ I 
tor is, I believe, the correct mitial approach. Althou^ the House is considering kg- > 
islation to create a new Government Sponsored Entity ("GSE"), I would defer takiiig 
such action. The private sector, given passa^ of S. 384, could more eifiden^ stiw> 
ture such transactions and more quickly bring such securities to maricet. Congreee 
could then assess the growth and performance of the market and could determine 
if any legislation is appropriate, including the creation of a GSE. 

Introduction 

Chairman Dodd, Senator Gramm, and Members of the Subcommittee: I appreciate 
this opportunity to testify on behalf of McDonald and Company Securities, Inc. re- 
garding the access to capital of small businesses in America today. McDonald is it- 
self, by comparison to the larger institutions in New York, a smaller business, em- 
ploying roughly 900 people. While we are a full-service brokerage house, oar 
strength since our founding some 70 years ago has traditionally been the relation- 
ships we maintain with the generally smaller businesses located within a 500 mile 
ramus of our headquarters in Cleveland. 

I personally have been an investment banker for eight years, and I currently spe- 
cialize in the structuring, pricing, marketing, and trading of publicly offered and pri- 
vately placed debt and equity securities, generally backed by the assets of smsiter 
partnerships and corporations, and in providing financial analysis to several of 
McDonald's clients. Prior to joining Mcdonald, 1 was involved in aU aapects of the 
primary and secondary mortgage-backed security and collateralized mortgage obli- 
gation markets at PaineWeboer and Salomon Brothers. I will draw on uiis bsd- 
ground to make comparisons between the development of those markets and the 
state of the market for securities backed by the credit of small and emerging busi- 
nesses later in this testimonv. 

I understand that the Subcommittee is concerned with revitalizing the Nation's 
econonw and with helping small businesses to develop and grow, creating new jobi. 
Central to that process is assisting small business in obtaining capitallor startHip 
and expansion. This Subcommittee has asked me to comment on two specific legisla- 
tive proposals to facilitate that process. The first bill is the SmaU Businesa Incentive 
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Act of 1993.^ Thm legislation is a refinement of a biU that Chairman Dodd intro- 
duced in the last Congress,* and now includes some further reoonunendations of the 
Securities and Exchange Commission. The second biU is S. 384, the Small Business 
Loan Securitization and Secondary Market Enhancement Act of 1993.* 

I hope to assist the Members of the Subcommittee today by oflering my views on 
these bills. I also have a few additional comments regardinff other aspects of the 
process of creating fair and efficient markets for these types of loans. 

Overview 

In his State of the Union Address, President Clinton stated that the smallest 
firms in the country, with annual revenues of under $6 million, employ about 40 
percent of the woikforoe. He stated that these firms constitute t^xmt 90 percent of 
the empbyers in America. These small firms have created a *big minority of the net 
new iobs for more than a decade." Among other things, the Presidcnat promised 'to 
attack this credit crunch which has denied small business the credit they need to 
flourish and prosper.*^ 

Entrepreneurs and small businesses are plagued perennially by the problem of 
raising capital Big companies, those with proven track records, have always had 
an easier time raising capital than have small companies. Small companies, with 
their new and innovative preducts and services, often produce the stellar growth 
rates and profitability that investors seek. Large, estabushed companies with ma- 
ture products rarely achieve such extraordinai^ results. It is typically the young in- 
ventor or entrepreneur, woiking on his or her kitchen table, using personal savings, 
money borrowed from relatives, or even credit cards who brings us the innovative 
companies and products that we all eventually ex\joy. Unfortunately, small and 
start-up companies have a very hi^ casualty rate. Not all new ideas pan out, per- 
haps because a scientific theory proves wrong, or because a laboratory breakthrou^ 
has little practical value. Some new businesses fail because the principals lack basic 
management skills; some entrepreneurs are better at splicing genes than balancing 
a chedL book. As a consequence of these and other reasons, small companies face 
hi^ capital costs. 

it also appears that minority entrepreneurs face disproportionate difficulties in 
raising capital. The Wall Street Journal recently reported that in a Roper Poll of 
500 A£ican-American entrepreneurs, 83 percent of those asked believe that raising 
capital is a very serious problem for black entrepreneurs, and 9 percent believe it 
is a moderately serious problem. As difficult as it is for all small businesses to raise 
capital, the problem seems substantially worse for minority-owned business.^ There 
may be many reasons for this problem, but cleariy it is troubling. 

It is undeniable that if more entrepreneurs had the capital to take their ideas 
from the drawing board to the marketplace, our economy would be stronger. When 
entrepreneurs cannot obtain capital, it means that new industries and new jobs van- 
ish. How many more Xeroxes, Apple Computers, or Federal Expresses would there 
be if more small businesses could nave obtained financing? How many more Ameri- 
cans would be working and providing exports to other countries? We will never 
know. But we do have an opportunity to address this problem prospectively for all 
present and future entrepreneurs. 

While Congress should not try to change the underlying risk premium that all 
small companies face, it can reduce statutory and regulatory obstacles that burden 
smaU companies unnecessarily. I am a strong believer in investor protection and in 
honest miukets. A crooked marketplace raises all companies' capital costs, so I do 
not endorse changes that would potentially eliminate important investor protections. 
Nonetheless, there are opportunities to reduce regulatory hurdles responsibly to ac- 
commodate new financing methods. I believe the two bills before this Subcommittee 
constitute sudi responsible efforts. 



^This legislation is expected to be introduced by Senator Christopher Dodd (D-CT), Chairman 
of the Securities Subconunittee, on March 2, 1993. Original oo-sponsora for the legislation are 
expected to indude Senator Donald W. Riegle, Jr., (D-MI), Chaimoan of the Committee on Bank- 
ing, Housing, and Urban AfTairs; and Senator Alfonse M. lyAmato (R-NY), Ranking Republican 
Member of the Senate Banking Conunittee. 

SS.2518 (102d. Cong., 2d. Sess.). 

*See note 15, infin. and accompanying text 

^President Bill Clinton, State of the Union Address, Februaiy 17, 1993, as reported in The 
WoMhington Pott, Feb. 18, 1993, at A24. ool. 2. 

■Black Entrepreneunhip, The Wall Street Journal, Feb. 19, 1993, Rl et aeq. 
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Legislation 

1. Small Business Incentive Act of 1993 

I endorse the SmaU Business Incentive Act of 1993, as providing appropriate re- 
lief from some of the strictures of federal securities laws, borne of the provisions in 
these statutes were intended to address other situations, or did not contemplate 
newly developed financing arrangements that are prudent and depend on other safe- 
guards. Other eflbrts to facilitate new investment vehicles may have proved too cau- 
tious. I commend the sponsors of this legislation for their eiibrts and believe that 
the time has come to move forward with mese proposals. 

I endorse the proposed amendment of Section 3<b) of the Securities Act of 1933 
(the "Securities AcfO to increase the size of exempt offerings from $5 million to $10 
million. The size of this exemption has not kept pace witn inflation; Congross has 
not increased the dollar limit of Section 3(b) since 1980.® 

The Commission has used the authority under Section 3(b) and other provisions 
of the Securities Act to ease capital raising for small issuers. At the same time, I 
believe the Conmiission has been sensitive to investor protection concerns. For ex- 
ample, last year the Commission adopted changes to Regulation A'' to improve its 
flexibility. Among other thin^, the Commission increased the size of offerings per- 
mitted under Resulation A from $1.5 million to $5 million.® In my judgement, this 
action was cleariy a step in the right direction. However, additional coordination 
with state securities autnorities may be required for such initiatives to help small 
business without jeopardizing investors. I urae the SEC to take Uie further step of 
raising the offering ceiling to $10 million, if Congress raises the ceiling in the Secu- 
rities Act. 

The Commission also has liberalized aspects of Regulation D, which permits offer- 
ings of different sizes without registration pursuant to Section 5 of tne Securities 
Act.® The Commission eased restrictions under Rule 504 for offerings not exceeding 
$1 million bv, among other things, eliminating restrictions on general solicita^ons 
and resales. ^^ 

Legislative and regulatory actions such as these can make a real difTerence in the 
ability of companies to raise funds. Start up companies have a hard time finding 
the funds to pay scientists, buy computers, or lease oflices; whenever they must pay 
lawyers and accountants, the funds come out of what otlierwise mi^t have been 
spent developing or producing products. In this day and age, a $10 million offering 
is not so large as to justify the substantial expense associated with more elaborate 
disclosure. Reducing these regulatory burdens hardly leaves investors without any 
protections.^^ The specific rules for exempted offerings, combined wiUi the genenu 
anti-fraud protections of Sections 12 and 17 of the Securities Act, and other provi- 
sions, such as Section 10(b) and Rule lOb-5 under the Securities Exchange Act of 
1934 (the 'Exchange AcfO mean real protection for investors. These measures deter 
fraud in the first instance, and provide meaningful remedies in the event fraud oc- 
curs. 

I also support the legislative proposals to amend the Investment Coinpany Act of 
1940 (the ^^1940 Act"). I think that liberalizing the 1940 Act holds significant prom- 
ise for the Commission to improve capital access for small business. The following 
briefly discusses the major provisions in the legislation and my perception of their 
practical impact: ^^ 

(i) Business Development Companies — In 1980, (Dongress added sections 54-65 of 
the 1940 Act permitting the creation of business development companies ('BDCb'O. 
Congress intended that these provisions ''establish a separate and distinct regu- 
latory scheme for [BDCs] which otherwise might be regulated as investment compa- 
nies. . . ." ^^ BDCs are intended to facilitate pooled investments in small businesses. 



"Section 301 of the Small Business Investment Incentive Act of 1980, Pub. L. No. 96-477 in- 
creased the dollar amount in Section 3(b) of the Securities Act finom $2 million to $5 miUion. 
1 Fed. Sec. L. Rep. (CCH) 1 2351.001. 

M7 CFR §230.251 «/ s«(7. 

^Securities Act Rel. No. 6924, at 3 (notice of proposed rulemaking) ^Proposing Release"), and 
Securities Act Rel. No. 6949, at 5 (adoption of final rules) ("Adopting Release"). 

» 17 CFR § 230.501 et seq. See also 1 Fed. Sec. L. Rep. (CCH) 1 2373. 

^° Proposing Release, at 28-29; Adopting Release, at 19. 

^^ I also understand that these proposals are intended to be helpful to Small Business Invest- 
ment Companies CSBICs**), which are licensed and regulated by the Small Business Administn- 
tion. The legislation is intended to permit SBICs to make use of the new flexibility for private 
investment companies, and business development companies, as outlined below. 

^ For a more detailed description of the proposed amendments to the 1940 Act, see Attach- 
ment II. 

^H. Rep. 1341, 96th Cong. 2d. Sess. 37, as reprinted in 1980 U.S.C.C.A.N. 4819. 
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Unfortunately, BDCs have not proven to be a popular alternative for investing in 
small businesses. Some of these problems resulted from the failure to obtain pass- 
through tax treatment for BDCs. I understand that this problem was addressed 
some years ago. Nonetheless, BDCs remain an under-utilized vehicle for small busi- 
ness finance. 

This Subcommittee, in cooperation with the SEC and other interested groups have 
formulated changes to the 1940 Act that would simplify or reduce restrictions on 
BDCs. These changes make it easier for BDCs to invest, create a larger universe 
of eligible investments, and give BDCs much ^ater flexibility with respect to their 
capital structure. This less rigid framework is balanced by increased reporting re- 
quirements which should protect BDC investors. 

I endorse this eflbrt to liberalize the re^latoiy regime for BDCs. In particular, 
I welcome broadening the types of portfolio companies, and eliminating a current 
requirement to provioe managerial assistance. I also endorse allowing BDCs to issue 
more cate^ries of debt. Whue I also endorse the effort to reduce the restrictions 
on leveraging, I believe the legislation will not be effective. The bill's language is 
excessively convoluted and elaborate; BDCs will have an extremely difiicult time 
complying with these requirements. As a consequence, the restrictions limit the util- 
ity of the whole section. Moreover, some of the added disclosure requirements ap- 
pear excessive. 

(U) Private Investment Companies CPlCs") — ^The bill would create a new exception 
from the registration requirements of the 1940 Act for groups of ''qualified pur- 
chasers* or sophisticated investors. Unlike the current Section 3(c)l of the Act, the 
proposed Section 3(c)7 would, for instance, abolish the current limit for 100 inves- 
tors in any such PIC and would allow any PIC so controlled to make public offer- 
ing. The bill does not impose limitations such as restricting the number of bene- 
ficial ownership to 100 persons, or not making a public offering. The bill does not 
except private investment companies from the certain ''pyramiding^ requirements of 
the 1940 Act. 

Parenthetically, the bill also contemplates easing the attribution rules relating to 
the 100 investor limit for all investment companies. This, too, will be a useful tool 
in helpinff to raise money for smaller enterprises. This new exemption from the defi- 
nition is nelpful, but may create interpretive problems. For example, the bill states 
that the outstanding shares must be owned at the time of acquisition exclusively 
by qualified purchasers. What would be the outcome if one of the purchasers, know- 
ingly or otherwise, did not constitute a qualified purchaser? Would the exception 
have been void ah initio? In addition, the utility of the exception will be small if 
Uie Commission's rules for defining a "qualified purchaser" are too rigorous and un- 
available for nearly all investors. 

(iU) Increase Closed-End Investment Company Exemption — Section 205 of the bill 
would increase the intrastate exemption for closed-end investment companies. Cur- 
rently, section 6(dXl) of the 1940 Act provides an exemption for closed-end compa- 
nies: (1) if the aggregate sums receive oy the company, plus the aggregate offering 
price of all securities of which the company is the issuer and which it proposes to 
offer for sale, do not exceed $100,000; (2) the securities are oflered to residents of 
the state under the laws of which the company is organized; and (3) the exemption 
is in the public interest. The bill would increase the dollar amount from $100,000 
to $10,000,000 or such other amount as the Commission may set by rule, regulation, 
or order. 

The amendment to Section 6(d)(1) of the 1940 Act is overdue. Congress has not 
amended this provision since it was enacted in 1940. Accordingly, the amount of the 
exemption has been trivialized by the effects of inflation. Although closed-end com- 
panies have not been a major vehicle for investment in small businesses, I believe 
It will be helpful to raise this limit to more realistic amounts. I also endorse giving 
the Commission rulemaking authority to adjust this flgure upward over time. 

I also welcome the recent regulatory efforts that the Commission has taken with 
respect to improving flnancing opportunities for small businesses. In particular, I 
welcome Rule 3a-7 under the 1940 Act, which facilitates structured flnance.^^ This 
nile permits businesses to securitize assets under a safe harbor from the 1940 Act. 
The rule is not a panacea for small companies; unless a proposed securitization fits 
exactly within the terms of the rule, tne issuer may lack the assurance that its 
transaction complies with the Act. Nonetheless, the rule is a step in the riffht direc- 
tion, and I am nopeful that the Commission will consider liberaUzing it turther in 
the future. 

I appreciate these proposed amendments to the 1940 Act, particularly since these 
provisions may provide relief for the smallest of businesses. Companies seeking fl- 



^« Release No. IC 19105 (Nov. 19. 1992). 
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nancing of under $1 million, so-called 'Mom and Pdp* oomfMuiies, may benefit the 
most finom changes such as simplifying the attribution rules under Section 3(c) of 
the 1940 Act, or raising the limit for ^Med-end funds to $10 million. Changes such 
as these mav permit local entrepreneurs to create pools of funds and invest them 
in fledgling businesses. Local investors ma^ sedc to hedge their risks or pool their 
experience as well as their funds to invest in several sniall businesses, rather than 
one. 
Nonetheless, many of the other changes, while well-intended, are immensely com- 

§licated. I find it dimcult to imagine that many investors arening to woik throu^ 
le requirements of a BDC. Whfle the req|uirements for a BDu would be nradi im- 
proved under this legislation, it is still gomg to require the professional asaistanoe 
of bankers and attorneys to make these structures woikable. Well-to-do local inves- 
tors seeking to place their funds in-small businesses will simply look for cither ave- 
nues. Accordingly, inv view is that the Small Business Incentive Act is a flood start, 
but further steps will be needed to make these investment vehicles uaetul to veiy 
small business. I would recommend broader and simpler exemptions fi!t>m the 1940 
Act to fadUtate private pooled investment in small businesses. 

2. Small Business Loan Sbcuritization and Sbcondaby Market Enhancement 
Act of 1993 
I also whole-heartedly endorse S. 384, the Small Business Loan Securitization and 
Secondary Market Enhancement Act or 1993 introduced by Senator lyAmato.^' TUs 
bill is intended to simplify securitization of small business loans by affording them 
essentially the same treatment currently given to residential mertgafles. In general, 
the bill extends the provisions of the Seoondaiy Mortgage Market Enhancement Act 
of 1984 ("SMMEA'O to small business bans. The bUl would modify the foUowing: 
(i) Exchange Act — ^The bill would provide certain exemptions fiiom the Excnany 
Act. The bill would add new Section 3(aX53) of the Exchange Act, defining "^01811 
business related security," C^BRS"). The bill would define an SBkS, anwng other 
things, as a security that is rated in one of the four hi^iest rating categories by 
at least one nationally recognized statistical rating organization, llie legislation 
would: (a) amend Section 7(ff) of the Exchange Act creating an exemption from 
the margin requirements forbroker-dealers to permit delayed deliveiy of S^Ss; 
(b) amend Section 8() of the Exchange Act for broker-dealers to state that no pe^ 
son shall be deemed to have borrowed within the ordinaiy course of business be- 
cause of a delayed deliveiy of a SBRS: and (c) amend Section ll(dXl) of the Ex- 
change Act creating an exemption for delayed deliveiy of SBRSs firom the mxihibi- 
tion against broker-dealers extending credit for a new issue in which the oroker 
dealer participated in the Selling syndicate. These changes are intended to facili- 
tate the packaging and sales of securities representing the underlying .snudl bun* 
ness loans. 

(ii) SMMEA— The bill would amend SMMEA to adapt the mechanism that al- 
lows packaging of residential mortgage loans to work for SBRSs. Spedficalfy, the 
bill would amend Section 106(aXi) of SMMEA to permit entities created under 
Federal or state law to invest in SBRSs to the same extent as the entities are 
albwed to invest in VS. or agency securities. It also would amend Section 
106(aX2) of SMMEA by speciMng that where sUte law limits entities to investiog 
in securities issued by tne U.S., SBRSs would be considered obligations of the 
U.S. Further the bill would amend Section 106(c) of SMMEA to eliminate the reg- 
istration of SBRSs with state Blue Sky authorities. As with moitmge-related se- 
curities, the bill would give states seven years after the date of enactment to 
enact laws requiring state regulation of SBkSs. 

(iii) OCC Regulations Regarding Capital Requirements for Depository Institu- 
tions — Section 8 of the bill would provide incentives for depositoiy inatitutiona to 
securitize loans, without ieopardizmg their capital or adversely affecting their fi- 
nancial statements. It also facilitates investment by depository institutiona in 
SBRSs. Section 8(a) of the bill provides that the accounting prindi^es applicable 



^Senator Alfonse M. D'Amato (R-NY), the Ranking Republican Member of the Senate Com- 
mittee on Banking, Housing, and Urban AflairB. introduced 8.384 on Februaiy 17, 1903. Origi- 
nal co-sponsora include Senators Christopher Dodd, (D-CT), Chairman of the Securitiea Soo- 
conmiittee; Richard H. Biyan, (D-NV); Christopher 8. Bond, (R-MO); Phil Gramm, (R-TX), Rank- 
ing Republican Member of the Securities Subcommittee: Connie Mack, (R-FL); Lauch Fairdoth, 
(R-NC); Robert Bennett, (RUT); Pete V. Domenici, (R-NM); Richard C. Shelby. (D-AL); John H. 
Chafee. (R-RI); Don Nickles, (R-OK); Kent Conrad. (D-ND>, Frank H. Murkowski, (RrAK); TM 
Stevens, (R-AK); Joseph I. Lieberman, (D-CT); William S. Cohen, (R-ME); Larry Preasler, (R^ 
SD>, Slade Gorton, (R-WA); Nancy Kassebaum, (R-KS); John C. Danforth, (R-MO>, Jim M. Jef- 
fords, (R-VT). See 139 Cong. Rec. 81742 (daily ed. Feb. 17, 1993) (sUtement of Senator D'Amato) 
("SUtement of Senator D'Amato"). 
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to the transfer of a small business loan with recourse for reports filed with Fed- 
eral hanking sondes shall be uniform and consistent with generally accei^d ac- 
coanting i>nnaples. Section 8(b) i)rovides that the amount of capital required to 
be maintained oy an insured institution will not exceed an amount sufficient to 
meet the institution's reasonable estimated— liability under recourse arrange- 
ments. Section 8(c) provides that under the risk-based capital requirements appli- 
cable to insured dei)ositoiv institutions, a SBRS (as distinguished from any 
secuiitized small business loan) shall be treated as a similar^ rated mortgage- 
backed security. 

(iv) ERISA—SeciJon 9 of the bill directs the Secretaiy of Labor, in consultation 
with the Secretaiy of the Treasury, to exemj^t transactions involving SBRSs finom 
CCTtain restrictions under the Empbyee Retirement Income Security Act of 1974 
("ERISA"). The provision would permit financial institutions that manage pensk>n 
funds to j^articipate in the pooling and packaging of small business bans for sale 
as securities.^* 

(v) Tax Code— Section 10 of the bill would direct the Secretary of the Treasuiy 
to promulgate regulations providing for the taxation of a small business ban in- 
vestment conduit and the holder of an investment in such a conduit, similar to 
the taxation of real estate mortgaoe investment conduits CltEMICs"). Tliis is the 
same approach that Congress tooK in 1986 when it adopted REMIC rules that 
cover the sale of mortgage backed securities.^'' 

CommenU 

I believe these modifications would, as a packa^, make a meaningful difference 
in the alality of small businesses to obtain new capital. 

Ck>n^ress has the chance to facilitate the development of small business 
securitization in much the same fashion as it facilitated the development of mort- 
gage loan securitization. S. 384 is an excellent start in that eflbrt. Securitization is 
a icfaicken and egg" problem, in that the private sector mif^t be willing to securitize 
small business loans, but finds many regulatory impediments. Legislators and regu- 
lators mi^t want to modify the legal framework to permit such securitization, out 
are not certain how to fashion relief since no market has emerged. Althouc^ this 
situation is a recipe for stalemate, this Subcommittee wisely has made the first 
move. 

Small businesses will have an easier time obtaining loans if they have access to 
the fiinds of pension plans and other institutions. Packaging loans presents opportu- 
nities to hedge risk and make small business loans more attractive to other institu- 
tional investors. Altering capital requirements for depository institutions encourages 
banks to make small business loans and then in turn reduce their capital charges 
onoe those loans are securitized. All of these steps make sense and should help uie 
process of small businesses loan securitization. 

Tliere are some important differences between mortgage loans and small business 
loans. These inherent limitations will alter the structured and operation of the small 
business loan-backed securities market. When mortgage loans are pooled, individual 
moTif^Lge loans are typically small, peihaps $75,(X)0 or $100,000 each. Packa^g of 
sudi smaU loans permits substantial diversity in geosraphy and other factors in the 
mortgages compniBing a pool. For example, a $20 million mortgage pool would have 
200 mortgages of $100,000. Accordingly, the failure of a few mortgages wiU not 
greatly harm the pool as a whole. By comparison, small business bans typicaUy 
mi^t be in the range of $1 to $5 million for companies fallinff under the definition 
of a small business. As a consequence, a $4 million loan would represent 20 percent 
of a $20 million pool. While these numbers may be somewhat exaggerated, they 
serve to illustrate thispoint of statistical significance. 

The effect of this difference is that, unfortunately, securitized small business loans 
may be more likely to be priced and traded like corporate debt than mortgage- 
baoLed securities. Since mortgage-backed securities are not dependent on one or two 
individual mortgage loans, and since each portfolio meets high underwriting stand- 
ards, micing depends much more on general economic trends, sudi as rates on long 
term Treasury securities, inflationary expectations, and consumer confidence. By 
comparison, small business loan-backed securities will be linked much more closely 
to the fortunes of specific companies. As a consequence, analysts and trading desks 
will attempt to evaluate the individual companies underlying the loans when pricing 
and tradUng the securities. 

Of course, if the size of an offering becomes very large, then, as with mortgages- 
backed securities, the fortunes of individual companies become less significant in 



^SUtement of Senator D'Amato, at 81742-3. 
^^/d:atS1743. 
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pricing decisions. But because the average loan size for small business loans would 
De much hi^^er than for mortgages, the size of a "flenericf pool would need to be 
much larger. It is diflicult to imagine that these pools will be large, at least during 
the formative stages of the market. 

Re<piiring an 'divestment grade" rating from a nationally recognized statistical 
security ratinff agency is certainly a good step toward safeguarding investors in this 
new market, out raises other issues as well. To protect uieir reputations and the 
capital of potential investors, these agencies' initial responses to structuring propos- 
als are likely to be very conservative. Not unlike the mortgage market several years 
ago, before the emergence of Fannie and Freddie as the key players, the levels of 
subordination required on pools of small business loans to obtain th^ investment 
grade ratings may be onerous. While this problem should abate over time as histori- 
cal performance data is compiled and analyzed, early attempts by the private sector 
to significantly lower all-in Dorrowing costs for small issuers will undoubtedly en- 
counter diflicult obstacles. 

The ouestion then becomes whether Congress should take a more interventionist 
approacn and create another Government Sponsored Entity ("GSE'O to facilitate 
securitizing small business loans. I understand that the House is considering just 
such legislation, H Jl. 660, the Small Business Credit Availability Act of 1993, which 
would create the Venture Enhancement and Loan Development Administration for 
Small Undercapitalize Enterprises, or *Velda Sue." Congress has the fundamental 
policy decision of whether to create a GSE or to allow the private sector to fill this 

There is no escaping that a GSE, with its implicit Federal guarantee would even- 
tually facilitate larger primary and secondary markets. Inevitably, the marketplace 
would accept Velda Sue bonds because of the assumption that in the event of a de- 
fault, the Federal Government would indemnify Velda Sue. Even if its securities 
were to state in neon letters that the paper is not guaranteed by tYie VS. Govern- 
ment, the market has always believed that the Government would not let Fannie, 
Freddie, or Ginnie fail, and presumably would not let Velda fail either. Accordingly, 
current GSE securities trade on average within 100 basis points of equivalent Treas- 
uries. 

Velda Sue-backed paper would act as a subsidv for small business. It is seductive 
for the Federal Government to provide this subsidy, because the Consress needs 
only to create the GSE to convey these benefits. Without spending a dollar, borrow- 
ing costs fall for small businesses and investor demand for the paper rises. In addi- 
tion, the sheer size and competitive position of Velda Sue would permit it to set 
minimum underwriting standards for loans, thereby encouraging standardization for 
loan agreements and other necessary documents, and providing some protection to 
the agency and, ultimately, the taxpayer. 

But Congress must balance against these benefits the very substantial detriments 
to creating a new GSE. The taxpayer would indeed be on the hook for aU failures 
exceeding Velda Sue's means. One of the reasons that capital costs for small busi- 
nesses are high is because the failure rate of small business is high. A Federal guar- 
antee will not alter the fundamental fact that one reason why small businesses nave 
trouble raising capital is because of that hi^^ failure rate. By creating Velda Sue, 
Congress is making the taxpayer the guarantor of that "spreao* between the market 
rate and the subsidized rate for small business loans, bearing in mind Uiat sonoe 
of this ''spread" can be monetized and reserved against possible future losses. As 
with any new venture, there inevitably are missteps that could cause substantial 
losses to the taxpayer. In the aflermath of the savings & loan debacle. Congress 
must weigh carefully the risks of undertaking additional contingent liabilities. 

In addition to these drawbacks, Velda Sue will itself crowd out other new enter- 
prise. Private poolers would have an enormously diflicult time competing product- 
for-product with Velda Sue. Regardless of how competitive and well-managed pri- 
vate poolers are, private entities cannot offer protections and lowered borrowing 
costs that only a GSE can provide. Velda Sue may crowd out private businesses, 
including the possibility that small businesses themselves will become involved in 
pooling and marketing small business loans. In addition, private poolers are more 
likely to be innovative in creating different kinds of pools or creatmg new types of 
securities. Although the existing GSEs deserve high points for responsiveness, the 
private sector usually provides the most creativity with the ^atest dispatch. By 
creating a GSE, Congress runs the risk of hampering this creativity. 

But while acknowledging the pluses and minuses of a new GSE, I am convinced 
that Congress should take the steps contemplated by S.384. Whether or not Con- 
gress creates a new GSE, it should facilitate the development of a purely private 
market in securitized small business loans. Indeed, one could argue that the private 
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pooling approach should be eiven a '^ead start" to become established before consid- 
ering tne creation of a GSE, which would have signiAcant competitive advantages. 

Perhaps a much smaller guarantee program, designed only to insure against cata- 
strophic loss in any pool, could be implemented more quickly. A prudent, statis- 
tically derived combination of a hold-back out of loan proceeds to each borrower, a 
reserve fund funded out of "excess spread" on each loan, and an incremental govern- 
ment f^arantee mi^^t serve to brins total borrowing costs to acceptable levels. At 
a minimum, such a program would, i believe, generate serious investment consider- 
ation of subordinated securities in such pools from the broader investment commu- 
nity. Such a structure could be developed by borrowers, investors. Wall Street, the 
rating agencies and, perhaps, currently existing bond insurance companies. 

Securitizing small ousiness loans will help small businesses raise money. S.384 
is an important catalyst for that effort. I am optimistic that by removing unneces- 
sary regulatory impediments, this market can flourish. But if the private market 
does not develop, Congress may revisit the issue at a later point and consider 
whether to establish a GSE at that time. 

Conclusion 

1 commend this Subcommittee for addressing these issues at a time when so much 
attention is being focussed on the economy. Tne steps you are contemplating could 
allow small business to grow and create new jobs. Small business is a major, and 
often unnoticed, engine of our Nation's economy. The actions you are contemplating 
would remove substantial obstacles to capital raising. At the same time, I am con- 
vinced that the bills retain substantial investor protection and would not cause pub- 
lic harm. Finally, these important efforts will not cost the taxpayer one dime, now, 
or in the ftiture. 

I appreciate the opportunity to testify and would be glad to answer any questions. 

****** 

Attachment I 

Underwritten Collateralized Securities; Asset Backed Securities; Recent Initial 
Public Offerings and Secondary Offerings — Ranked by State. Prepared by the Secu- 
rities Industry Association. 

Attachment n 

Discussion of Amendments to the Investment Company Act of 1940 (*'1940 Act"). 
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1992 Asset-Backed Securities Offerings 
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The foregoing data on firm commitment underwritings of initial public offerings (IPOs 
and seasoned company common stock secondary underwritings constitute only one 
portion of the capital raised by large and small companies. Underwritings of dosed- 
end mutual funds, where the proceeds accrue to the fund (which invests in companii 
stock) but not directly to a company, are excluded. Also excluded are best-efforts 
underwritings because data are not cun-ently available on these type of offerings. 
Best-effort underwritings. where the underwriter agrees to use his best-efforts to plac 
the deal but does not guarantee a successful placement by Itrmly committing" its ow 
capital up front, are almost exclusively used for small company underwritings. 
particulariy IPOs, including almost every "Regulation A and D" offering. The data alsi 
do not include equity raised through prefered stock sales; equity raised directly 
without an underwriting; venture capital; private placements, warrant issues, etc. 
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Securities Industry Association 



Issues of $5 million and under accounted for 1 3% of the number of new 
companies brought to market for the first time (IPOs) in 1 992. 
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already publicly traded) which unden^^rote stock in 1992 did so with deals of 

$5 million or less. 



1M2 SMMOiwd stock Undofwritlng 
Distribution by Numbor of Doolt 




OMbuian by nunkv of 4«li in Mdi ih 
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1992 US. WmUL PUBLIC OFFEMNQS OPOt) 



1 


28.6 


Alabama 


6 


902 


Arizona 


2 


188.9 


Aricansas 


82 


2.818.2 


Cailomia 


10 


149.1 


Colorado 


13 


503.9 


Connacticut 


2 


189.8 


D. of Columbia 


2 


984) 


Oatewaia 


21 


451.2 


Florida 


12 


417.3 


Georgia 


1 


89.8 


Hawaii 


17 


747.1 


imoit 


5 


199.7 


Indiana 


2 


160.4 


Iowa 


4 


108.8 


Kansas 


1 


15.0 


Kamudcy 


3 


201.0 


Louisiana 


1 


2A 


Mama 


3 


98.0 


Maryiano 


38 


1.408.5 


Massachusatts 


10 


1.095.9 


Mtcmgan 


18 


474.9 


Mmnasoia 


2 


32.7 


Mississippi 


11 


152.3 


Missouri 


1 


63.0 


Montana 


3 


70J 


Nabraska 


2 


Z7A 


Nevada 


2 


43J 


^1 LlawiiLjhijj. 

nvw noinpstwv 


22 


995.8 


New Jersey 


2 


123 


New Mexico 


48 


3.671.0 


NewYoric 


10 


846.4 


North Carolina 


12 


743.9 


Ohio 


1 


120.0 


Oklahoma 


2 


37.5 


Oregon 


16 


727.8 




4 


371.2 


Rhode Island 


4 


219.0 


South Carolina 


12 


1.247.8 


Tennessee 


39 


1,197.2 


Texas 


4 


118.4 


Utah 


8 


45^4 


Viioinia 


4 


151.0 


wasnmgKjn 


4 


358.8 


Wisconsin 


34 


3.036.9 


Foreion 


477 


23,9953 


Total 



tote: Firm comm i tt m ent undemvritings of companies' common stock for which, prior to this off erino. there \ 
ubiic jnarttet: exckjdes mutual funds. 
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1M2 SECONDARY COMMON STOCK UNDERWRITINQS 



Mis 


$ Millions 


Homs of Issusr 


4 


158.4 


Alabama 


5 


164.9 


Arizona 


1 


59.3 


Aifcansas 


71 


2842.5 


Califomja 


14 


359.2 


Colocado 


13 


1473.3 


Connoctieut 


1 


17.9 


D. of Columbia 


1 


97.0 


Delawara 


22 


920.9 


Florida 


10 


649.4 


Georgia 


3 


104.9 


Idaho 


19 


1366.7 


linois 


6 


249.9 


Indiana 


2 


82.0 


Iowa 


2 


81.5 


Kansas 


3 


32.3 


Kentucky 


4 


666.8 


Louisiana 


2 


63.0 


Maine 


16 


1006.3 


Maryland 


23 


957.0 


Massachusetts 


15 


2539.8 


Michigan 


20 


1055.8 


Minnesoia 


1 


2.0 


Mississippi 


4 


503.7 


Missouri 


1 


55.0 


Montana 


2 


59.0 


Nebraska 


6 


396.1 


Nevada 


3 


237.8 


New riampsnire 


23 


833.0 


New Jersey 


1 


30.1 


NewMexkx) 


38 


4936.5 


NewYoric 


8 


756.1 


North Carolina 


1 


1.3 


North Dakota 


14 


1014.6 


Ohk) 


4 


221.5 


Oklahoma 


4 


240.0 


Oregon 


24 


2076.4 




2 


242.4 


Rhode Island 


4 


215.2 


South Carolina 


8 


310.5 


Tennessee 


48 


3404.8 


Texas 


3 


23.2 


Utah 


1 


33.6 


Vermont 


10 


472.3 


Virginia 


6 


165.0 


Washington 


7 


338.6 


Wisoonsin 


1 


11.1 


Puerto Rico 


14 


2043.2 


Foreign 


495 


33571 J 


TOTAL 



des firm committment undeiwritings of common stock of companies whose stock is already 
ded: excludes mutual funds. 
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Attachment n 

Discussion of Amendments to the Investment Company Act of 1940 (the "1940 
Act"). 

The Small Business Incentive Act of 1993 would make certain amendments to the 
provisions in the 1940 Act with the intention of channeling more ftinds to small 
businesses. These changes are outlined below. 

(i) Business Development Companies CBDCs") — In 1980, Congress added Sections 
54-65 of the 1940 Act permittmg the creation of BDCs. Congress intended that 
these provisions "establish a separate and distinct regulatory scheme for [BDCs] 
which otherwise mi^t be regulated as investment companies. . . ."^ Althou^ 
BDCs are intended to facilitate pooled investments in small businesses, they have 
not been a migor funding vehicle for small businesses. The legislation is intended 
to make BDCs more flexible. Major changes would include: 

(a) AcquisiUon of Securities — Section 208 of the bill would amend Section 55 of 
the 1940 Act to permit a business development company to acxiuire the securities 
of an eligible portfolio company from persons other than the eligible portfolio com- 
pany (and its affiliated persons), subject to the Commission's rules. Section 
55(aXlXA) currently reauires a BDC to acquire the securities of an eligible port- 
folio company directly from an eligible portfolio company, or from certain other 
persons. 

(b) Expanded Eligible Portfolio Company Definition— Section 206 of the biU 
would expand the scope of companies that the 1940 Act defines as an "eligible 

Sortfolio company." As a consequence of the change, BDCs would have greater 
exibility to invest in more types of companies. 

(c) Broadening the 70 Percent Test— Section 208 of the bill would amend the 
1940 Act to provide that securities of companies that fall within Uie new defini- 
tion of eligible portfolio company in Section 2(aX46XCXiii) quaUfy as being within 
the "70 percent^ test of Section 55(a). Currently, the 1940 Act requires that BDCs 
invest at least 70 percent of their assets (with certain exceptions) in smaU or trou- 
bled companies.^ 

(d) Managerial Assistance Requirement Relaxed — Section 207 of the biU would 
amend the 1940 Act to provide that a BDC need not make available significant 
managerial assistance to any company that falls within the new deflnition of "eli- 
gible portfolio company" in Section 2(aX46XCXiii). Section 2(aK48) currently re- 
quires a BDC to make available significant managerial assistance to all the com- 
panies treated by it as satisfying tne 70 percent test of Section 55(a) of the 1940 
Act. This change is intended to encourage the flow of capital to veiy sm^l busi- 
nesses. 

(e) Liberalize Leverage Restrictions — Section 209 of the bill would ease leverage 
restrictions on BDCs. Currently, Section 18(aXlXA) of the 1940 Act, as further 
modified by Section 61(aXl) of the 1940 Act, imposes an asset coverage require- 
ment of 2()0 percent for both senior equity securities and senior debt. Section 209 
of the bill would permit a BDC to have asset coverage of 110 percent if it meets 
certain conditions. 

(0 Liberalize Restrictions on Debt Securities Issuance — Section 209 would permit 
a BDC to issue multiple classes of debt securities without restriction. Currently, 
Section 61(aX2) provides that a BDC mav issue more than one class of senior se- 
curity representmg indebtedness if the BDC does not have outstanding anv pub- 
licly held debt and all such securities are privately held or guaranteed by the 
Small Business Administration, or banks, insurance companies, or other institu- 
tional investors, and are not intended to be publicly distributed. The bill would 
delete all of these conditions on issuing multiple classes of debt securities. 

(ff) Liberalize Restrictions on Rights Issuance — Section 209 of the bill would lib- 
eralize the 1940 Act's restrictions on BDCs issuing warrants, options, or rights. 
Currently, the 1940 Act allows BDCs to issue warrants, options, and rights in cer- 
tain circumstances. The bill would give BDCs greater flexibility to issue warrants, 
options, or ri^ts, either alone, or aocomDaniedby other securities. 

(h) Broaden Disclosure Obligations-— Section 210 of the bill would amend Sec- 
tion 64(bXl) to expand disclosure requirements for shareholders and the (Commis- 
sion with respect to a BDCs capital structure. 

(ii) Private Investment Companies — ^The bill would create a new exception from 
the 1940 Act for sophisticated investors. Section 3(a) of the 1940 Act defines an "in- 
vestment company'^ for purposes of that act, but Section 3(c) provides certain excep- 



^H.Rep. 1341, 96th Cong. 2d. Sees. 37, as reprinted in 1980 U.S.C.C.A.N. 4819 ("Small Busi- 
ness Report"). 
^See Small Business Report, at 4820. 
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tions from the definition. Section 201 of the bill would add a new Section 3(cX7) of 
the 1940 Act, creating an exception from the definition of investment company for 
investment pools whose securities are held exclusively by "Qualified purchasers," as 
defined below. The biU also would add Section 2(aX51) of the 1940 Act, defining a 
qualified purchaser a persons who has financial sophistication, minimum net worth, 
and other criteria. The biU does not except private investment companies finom the 
requiremenU of Section 12(dXl) (AXi) and (BXi) of the 1940 Act "flovemin^ the pur- 
chase or other acquisition by such issuer of any security issued by a registered in- 
vestment company and the sale of any security issued by a registered open-end in- 
vestment company to any such issuer."' Registered investment companies selling 
their securities to Section 3(cX7) issuers also would be subject to Section 
12(dXlXBXi). 

(iii) Simply Attribution Rules Regarding 100 Investor Exception — Section 201 of 
the bill woula simplify the rules for determining when an investment company has 
exceeded the limitation for 100 investors. 

Currently, Section 3(cXl) of the 1940 Act creates an exclusion for any issuer 
whose outstanding securities (other than short term paper) are beneficially owned 
by not more than one hundred persons and which is not making and does not pres- 
ently propose to make a public ofiering of its securities. 

Section 3(cKlXA) of the 1940 Act further provides that "beneficial ownership by 
a company shall be deemed to be beneficial ownership by one person, except that 
if the company owns 10 percent or more of the outstanding voting securities of the 
issuer, the beneficial ownership shall be deemed to be that of the holders of such 
company's outstanding securities (other than short term paper)." 

Section 3(cXlXA) includes a Paragraph that further provides that the shares of 
the company shall not be attributed to the company's beneficial owners if, as of the 
date of the company's most recent acquisition of the issuer^s securities, the value 
of all securities owned by the company of all issuers that are, or would be, but for 
this exception, excluded from the definition of this paragraph, does not exceed 10 
percent of the value of the company's total assets. Current law specifies that the 
issuer is stiU deemed to be an investment company for purooses of Section 12(dXl). 
The effect of this Paragraph is to provide an "escape" from naving the shares of the 
company attributed to the shareholders. 
The bill would modify this subsection of the 1940 Act in the following ways: 

(i) it would amend Subsection 3(cKlXA) by inserting in subparagra^^ (A) of sub- 
section (c) after the first occurrence of the word "issuer," the foltowing: "and the 
company is or, but for the exceptions set forth in this paragraj^ and paragraph 
(7), would be an investment company,"; and 

(ii) it would delete the Paragraph creating an exceotion for certain companies. 
The purpose of these changes are to make it more difticult to attribute the share- 
holders of the company purchasing shares in the issuer to the 100 shareholder ceil- 
ing. Only for companies that: (i) own 10 percent or more of the issuer, and (ii) are, 
or but for the exception in Sections 3(cXl) or (7) would be, investment companies, 
would the provision reauire attribution of shareholders towards the 100 person 
total. (Section 3(cK7) refers to the private investment company owned by qualified 
purchasers.) Because the bill would make attribution much more difficult, the draft- 
ers believe that there is no need for the escape provision of the Paragraph. 
The bill also would amend Section 3(cXl) to provide that 

[a Section 3(cXl)] issuer nonetheless is deemed to be an investment company 
for purposes of the limitations set forth in section 12(dXl) (AXi) and (BXi) govern- 
ing the purchase or other acquisition by such issuer of any security issued by a 
registered investment company and the sale of any security issued by a registered 
open-end investment company to any such issuer. 

As noted with resjpect to Section 3(cX7) issuers, the bill would impose the limita- 
tions of Section 12(aXl)(AXi) in connection with the purchase of securities issued by 
registered investment companies. 

In addition, Section 203 of the bill would amend Section 3(aK3) of the 1940 Act 
by adding a new subparagraph providing that "securities issued by any majority- 
owned suDsidiary of tne owner, unless such subsidiary is an investment company 



^ Section 201 of the bill would provide (4) by restating subsection (7) to read as follows: 
(7) Any issuer whose outstanding securities are owneid exclusively by persons who, at the time 
of acquisition of such securities, are qualified purchasers, except that such issuer shall be 
deemed to be an investment company for purposes of the limitations set forth in section 
12(dXlXAXi) and (BXi) governing the purchase or other acquisition by such issuer of any secu- 
rity issued by a registered investment company and the sale of any security issued by a ro- 
istered open-end investment company to any such issuer. 
Section 12(dXl) of the 1940 Act restricts pyramiding or "funds of funds." 
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or is excluded from the defimtion of an investment company solely by virtue of para- 
graph (1) or (7) of section SCc).** The amendment would prevent a company finom 
avoiding regulation under Section 3(aX3) of the 1940 Act by establishing a Section 
3(c) (Dor (7) subsidiary. 

(iv) Business and Industrial Development Companies CBIDCOs")— Section 204 of 
the bill would add new exemptions for BIDCOs under the 1940 Act. The b^ would 
add a new Section 6(aX5) to tne 1940 Act providing as follows: 

(5XA) Any company that is not engaged in the business of issuing redeemable 
securities, and the operations of which are subject to regalati9n by the State in 
whidi it is organized under a statute governing entities mat provide financial or 
managerial assistance to enterprises doing business or proposing to do business, 
primarilv in that State if-— 

(i) the organizational documents of the company state that the purpose of the 
company is limited to providing financial or managerial assistance to enter- 
prises doing business, or proposing to do business, primarily in that state; 

(ii) immediately followmg each sale of the securities of such company by the 
company or any underwriter for the company, not less than 80 percent of the 
company's securities being ofiered in sucn sale, on a class-by-class basis, are 
held by persons who reside or have a substantial business presence in that 
SUte; 

(iii) the securities of such company are sold, or proposed to be sold, by the 
company or any underwriter for the company, solely to accredited investors, as 
defined in Section 2(15) of the Securities Act of 1933, or to such other persons 
that the Conunission, as necessaiy or appropriate in the pubUc interest and con- 
sistent with the protection of investors, may permit by rule, regulation, or order; 
and 

(iv) the company does not purchase any security issued by an investment 
company, as defined in Section 3 of [the 1940 Act], or by any company that 
would be an investment company except for the exclusions from the demiition 
of investment company in Section 3(c), other than — 

(I) any security that is rated investment grade by at least 1 nationally rec- 
ognized statistical rating oiganization; or 

(U) any security issued by a registered open-end investment company that 
is required by its investment policies to invest at least 65 percent of its total 
assets in securities described in subclause (I) or securities tliat are deter- 
mined by such registered open-end investment company to be comparable in 
quality to securities described in subclause (I). 

(B) Notwithstanding the exemption provided in this paragraph, the provisions 
of section 9^ (and, to the extent necessaiy to enforce such provisions. Sections 38 
throuc^ 51) of [the 1940 Act] shall apply to a company described in this para- 
graph as if the company were an investment company registered under this title. 

(C) Any company proposing to rely on the exemption provided in this paragraph 
shall file with the Conunission a notification stating that it intends to do so, in 
such form and manner as the Commission may bv nne prescribe. 

(D) Any company meeting the requirements of this paragraph may rely on this 
exemption immediately upon filing with the Commission the notification required 
by suDparagraph (C), unless the Commission determines by order that such com- 
pany's reliance is not in the public interest or consistent with the protection of 
investors. 

(E) The exemption provided pursuant to this paragraph may be subject to such 
additional terms and conditions as the Commission may by rule, regulation, or 
order determine are necessary or appropriate in the public interest or Tor the pro- 
tection of investors. 

(v) Increase Closed-End Investment Company Exemption — Section 205 of the bill 
would increase the intrastate exemption for closed end investment companies. Cur- 
rently, Section 6(dXl) of the 1940 Act provides an exemption for closed-end compa- 
nies: (1) if the aggregate sums receive oy the company, plus the agsregate ofienng 
price of all securities of which the company is the issuer and whioi it proposes to 
ofier for sale, do not exceed $100,0(K); (2) the securities are ofiered to residents of 
the state under the laws of which the company is organized; and (3) the exemption 
is in the public interest. The bill would increase the dollar amount from $100,000 



^Section 9(a) of the 1940 Act makes it unlawful for pereons who have conunitted certain of- 
fenses to serve as an ofBcer, director, or similar position of a re^tered investment company. 
Section 9(b) permits the Commission to restrict persons from serving in such capacities. Section 
9(c) provides procedural protections to persons limited by Section 9(a). Section 9(d)-(0 indode 
remedies available to the Commission. 
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to $10,000,000 or such other amount as the Commisnon may set by nile, regulation, 
or order. 

STATEMENT OF PATRICIA A. JEHLE 
Senior Managing Director, Bear, Stearns and Co., Inc. 

ON BEHALF OP ThE PUBUC SECURITIES ASSOCIATION 

March 4, 1993 

Chairman Dodd and Members of the Subcommittee, good morning. My name is 
Patricia Jehle. I am pleased to be here today to discuss an issue of critical impor- 
tance to the continued economic recovery of the nation — the availability of credn to 
small businesses. 

I speak to you this morning not only in mv capaci^ as a senior managing director 
at the securities firm of Bear, Steams and Co., Inc. in New York, but abo on b^alf 
of the Public Securities Association (PSA), of which my firm is a member. FSA is 
the international trade organization of securities firms and banks that underwrite 
and trade mortgage- and asset-backed securities, U J3. Government and asencv secu- 
rities, municipal securities and money-market instruments. PSA's meniberBhipin- 
cludes all major dealers in mortgage- and asset-backed securities. On bdialf of FSA, 
I would like to commend you, Mr. Chairman, for holding this hearing and thank 
you for the opportunitv to participate. 

I understand that this Subcommittee will hear testimony today from a variety of 
witnesses with expertise in many aspects of small business finance and develop- 
ment. My professional badcground, as well as the interest of PSA, is in the area 
of asset securitization. I wiU therefore confine my comments to the availability of 
small business credit generally and to issues surrounding the securitization of tmaD 
business loans. 

Credit Issues AMoeiated With Securitizijig Commercial Loans 

The problem of credit availability for small businesses has received mudi atten- 
tion in recent months. Police-makers here in Washington and capital maiicet paitid- 
pants around the country have proposed a number of statutory changes designed 
to increase bank lending to small enterprises. Because developments in the second- 
ary market for home mortgages have successfully expanded sources of capital fiir 
homebuyers, and because the capital markets have demonstrated inoenuity in 
securitizin^ many other types of financial assets, many of today's smaU-buflfness 
proposals involve provisions to encourage the securitization of smidl-business Umuis. 
Presumably, this would attract new sources of capital to the smidl-business lendbaig 
market and would result in a greater volume of small-business loans at lower inter- 
est rates. 

One of the problems immediately apparent in attempting to create a maiket for 
securitized small-business loans akin to the mortffage-backed securities maiket re- 
lates to Uie nature of small-business lending and the kind of relationship that exists 
between banks and their commercial clients. Unlike homebuyers, smafl buiinesses 
shopping for credit often have ongoing financinff needs that cannot be satisfied wiUi 
a sinffle loan or a single type of loan. It could work against the interests of both 
a bamL and its borrower-client, for example, for the bank to originate a simfrib torm 
loan and immediately sell it into the seoondaiy market, as is oone with resideiltial 
mortgages. It is often the case that long before the loan is paid, the borrowing needs 
of the business change, and the loan must be restnicturra. Tlie need for tUs type 
of flexibility would not necessarily prevent securitization of small business kians. 
Rather, given the ri^t incentives, the market is sufficiently flexible to put in place 
mechanisms that would take into account the special relationship between the small 
business and its bank. 

A more liquid secondary market for small commercial loans could enhance the 
availability of credit to small businesses. Taking expanded small commerrial credit 
securitization as a desirable development, the basic policy question is why does it 
not occur on a wider scale. If the answer is that the transaction is not eoonomicaUly 
viable, then a logical policy response would be to subsidize the activity in some way, 
assuming the benefits of the securitization outweifi^ed the costs of the subaichf. If 
the answer is that the legal or regulatory structure impedes efforts to aecoiniie 
commercial credit, then a simpler response mi^^t be to loosen existing restrictions 



Sources: Drsfl Bill, Section-by-Section Description of Bill. 
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80 as to allow otherwise viable tranaactions to proceed. As it happens, both of these 
answers are relevant. 

Hie primaiy hurdle to overcome in the securitization of commercial loans involves 
credit riak. Several methods have developed in the asset-backed securities maiket 
to raise the credit rating of a transaction to "AA" or better. Credit enhancement 
could involve over-collateralization, the retention of a subordinated piece by the is- 
suer of the asset-backed security, or some form of outside credit enhancement sudi 
as letters of credit or insurance policies. 

Most small-business bans do not eigoy any sort of Federal guarantee, nor are the 
revenues from the loans hi^ enou^ to supply credit support througn spread ac- 
counts as in the credit card-backed securities market. Moreover, the collateral asso- 
ciated with small-business loans is more difficult for lenders to work with in the 
event of foreclosure. The plant and inventory of a failed business is less valuable 
to a bank than a piece of foreclosed residential real estate. In addition, the 
securitization of small-business loans does not offer the actuarial credit advantages 
of a credit card security. Credit card securities typically involve large numbers of 
credit card holders, so that the diversification improves the overaU creditworthiness 
of the pool of assets. An issuer of a smaU-business credit-backed security would typi- 
cally not have access to sudi a largje number of similar commercial loans, or may 
have concentrations within industries or geographic areas which would indicate 
hi^er levels of credit risk. 

Credit enhancement is therefore an essential element to securitizing smaU busi- 
ness loans. Regardless of its form, credit enhancement essentially shifts credit risk 
from the investors to the provider of the credit enhancement. To the extent that 
banks are potential providers of credit enhancement^current bank regulatory poli^ 
would seem to discourage such activities by banks. This problem suggests two pos- 
sible policy responses. One would be to try to adjust bank regulatoiv policy to facili- 
tate small busmess loan securitization. The second would m to address the credit 
problem throuc^ some sort of Federal credit enhancement, either directly or inq>lio- 
itly. Each of these responses has advantages and disadvantages. 

aeffulatory Policy and Small-Business Credit Securitization 

A migor objective for banks in a securitization is to remove assets finom the bal- 
ance sheet, increasing the ratio of capital to assets. Whether this is possible depends 
on whether federal regulators consider the transfer of loans to an asset pool a sale 
of assets or a collateralized borrowing. If the transaction is treated as a sale, then 
the assets are removed finom the balance sheet. If the transaction is treated as a 
collateralized borrowing, then the assets remain on the balance sheet and are sub- 
ject to capital requirements; likewise, the related liabilities are subject to reserve 
requirements. 

Under the Call Report instructions for commercial banks, transfers of assets are 
treated as sales only if the transfer involves no risk of loss, except for transactions 
involving participations in pools of residential mortgages. Since small-business loan 
securitization would often require the issuins bank to retain some ridk. banks would 
not be able to remove the loans from their balance sheets, and would lose a nugor 
advantage of the transaction. In fact, even if a bank retains only a small subordi- 
nated portion of a commercial loan, it must retain capital against the entire loan. 

Federal regulators are rightly concerned that banks be required to hold capital 
against risk. In requiring that the amount of capital required to be maintained by 
an insured depository institution with respect to the sale of small business loans 
with recourse should not exceed an amount sufRcient to meet the institution's rea- 
sonable estimated liability under the recourse arrangement, S. 384, the ''Small Busi- 
ness Loan Securitization and Secondary Market Enhancement Act of 1993,** takes 
tiie correct conceptual approach to addressing regulatory concerns and removing im- 
pediments related to the securitization of small-business loans. 

Federal Credit Enhancement 

Another method to overcome the credit problems associated with small business 
loan securitizations would be to provide some sort of federal credit enhancement. 
The mortgase-backed securities market has enjoyed extraordinary growth largely as 
the result of the federal credit support for Ginnie Mae and the federal sponsorship 
of Fannie Mae and Freddie Mac. A federally-sponsored agency could be created to 
encourage a secondaiy market in small commercial loans. 

Such an agency could certainly stimulate securitization if any federal credit sup- 
port were perceived by the maricet. In addition, standardization could be increased 
m the market by the work of such an agency if it achieved anv signaificant size. One 
of the migor accomplishments of the federal housing agencies nas oeen to standard- 
ize the documentation in the housing market. They were able to do this because the 
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federal sponsorship allowed these agencies to achieve a large enouj^ size to set 
standards for the market. 

However, a federally-sponsored agency providing credit support to encourage 
small-business credit securitization would expose the federal government to the 
same risk of loss as a bank would retain under a sale with recourse. Without audi 
federal credit support, it is not clear what advantage a GSE would offer over private 
initiatives. 

Tax Complicationa AMociated With Small-Buaineas Credit Securitisation 

Transactions in securities backed by small-business loans also face tax problems. 
The 1986 Tax Act dealt with similar tax problems associated with the issuanoe of 
mortgage-backed securities through the creation of Real Estate Mortgage Invest- 
ment ConduiU (REMICs). 

One of the most economically efRcient ways to securitize real estate mortgafle 
loans is by issuing multi-class mortgage-badced securities (MBS). Under i>re-19S6 
federal tax law. multi-class MBS could not be structured as equity interests in mort- 
gage pools. Rather, interests in multi-class MBS— also known as collateralized mort- 



gage obliffations (CMOs) — had to be issued as debt instruments. Moreover, under 
previous law, it was possible for the cash flow from mortgage pools to be subject 
to double taxation, once at the level of the securities issuer ana once at the level 



of the investor. This was especially true for holders of residual classes, who received 
excess ca^ flow from the mortgage pool after the other classes of investors had been 
paid. 

The Tax Reform Act of 1986 addressed problems associated with the tax treat- 
ment of multi-class MBSs by defining a new means of issuing these securities. In 
a typical REMIC transaction, a pool of loans is transferred from the REMIC sponsor 
to a qualified REMIC trust in exchange for the securities issued by the trust and 
badced by the pool, both regular and residual classes. The securities are then sold 
to investors. Under the REMIC provisions of the 1986 Act, multi-class MBSs can 
be issued as either secured debt instroments or equity participations in the asset 
pool. The REMIC itself can be a trust, a corporation, a partnershin, or even a seg- 
regated pool of assets with no status as a legal entity. Also, qualified lUSMICs are 
essentiafly tax-exempt entities, so income generated by the asset pool is not taxable 
at the REMIC level, thus solving the problem of double taxation. 

REMIC rules apply only to pools of real estate mortgage loans, not to pools of 
other assets such as oonmiercial loans (except for oonunercial real estate mortgages). 
A new tax structure could be developed for asset-backed securitization which would 
extend REMIC treatment to assets other than real estate mortffages. One provision 
of S. 384 would authorize the Treasury Department to extend KEMIC treatment to 
securitized pools of small business loans. PSA supports eflbrts to extend REBIIC-like 
treatment to small business loan securitization. While the REMIC concept should 
be applied to small business loan securitization specifically and the asset-badud 
market more broadly, not all of the REMIC provisions are applicable to the asset- 
badced securities market as a whole. Consequently, PSA encourages Congress to 
move forward on a draft legislative proposal, known as the Financial Asset 
Securitization Investment Conduit (FASIT). FASIT would create a new, special jpur- 
pose tax vehicle for asset securitization, which, among other things, would facilitate 
the issuance of multi-class securities for revolving assets — a strocture that could 
prove useful to the securitization of small-business loans. 

Standardization 

Lade of standardization is an impediment to the growth of the secondary maricet 
for small-business loans. If existing impediments to small-business credit 
securitization were removed and the vomme of these activities increased, standards 
might be expected to conver^ as the market sorted out which kinds of loans were 
most suitable for securitization. The Federal government could establish standards 
itself by becoming a participant in the secondary market, as it has done in Uie mort- 

gage market. In the mortgage market, the standards established by the federal 
ousing fancies became market standards because of the lai^ge size these institu- 
tions attained as a result of federal sponsorship. 

Comments on S.384 

PSA supports S.384 because it represents a sound approadi to addressing the 
illiquiditv of the smaU-business loan market. The bill correctly identifies and specifi- 
cally addresses the vast migority of legal and regulatory impediments that current^ 
exist for a purchaser of small-business related securities. 

I have already stated that PSA supports a legislative proposal similar to Section 
10 of the bill related to REMIC treatment for asset-backed securities. Section 8 of 
the bill, related to capital standards for banks that invest in securitized small-busi- 



Digitized by 



Google 



121 

ness loans or that sell loans with reoourse, conceptually addresses some of the prob- 
lems associated with credit support structures for small-business related securities. 

The bill's diange in regulatoiy capital requirements for small business loans sold 
with recourse may be the critical ingredient to inoent banks to seU or securitize 
small-business loans. Further, if a hank retained recourse for the first losses 
throuc^ the retention of a subordinated piece, it would be relatively easy to obtain 
credit enhancement from financial guarantors or others in order to obtain a "AA" 
or ^AAA* rating. I commend Senator lyAmato, Chairman Dodd and other co-spon- 
sors of the biU for your efforts. S. 3d4, if adopted, would help create a more liquid 
market for small-business related securities. 

Again, thank you for the opportunity to testify. I would be happy to entertain any 
questions. 

TESTIMONY OF MARIANNE K. SMYTHE 

Director, Division op Investment Management 

VS. Securities & Exchange Commission 

The Small Business Incentive Act op 1993 

Chairman Dodd, Senator Granun, Members of the Subcommittee: I appreciate the 
opportunity to testify today on behalf of the Securities and Exchange Commission 
(''Commission'') regarding the SmaU Business Incentive Act of 1993. The Commis- 
sion enthusiastically supports this important legislation which is based largely on 
legislation caUed for by Chairman Breeden and the Commission and forwardml to 
Congress in April 1992. This legislation is intended to make it easier for small busi- 
ness to raise capital, while maintaining important investor protections. 

While the Commission has not had sufucient time to develop an ofiidal position 
on the Small Business Loan Securitization and Secondary Market Enhancement Act 
of 1993, S.384,^ Chairman Breeden and members of the Commission have fre- 
quently called for expansion of securitization of non-mortgage financial assets, and 
specifically for the development of a secondary market for securities backed by a 
pool of small business loans. Indeed, in February 1992, the Chairman said, in a 
speech before the National Press Chib, tB]y seeking to adapt the techniques of 
securitization to smaU business loans— especially short term debt instruments, we 
have an opportunity to facilitate a maricet that will improve the availabiUty, and 
hopefully reduce the costs, of capital for small firms." As an integral part of the 
Commission's "small business initiative," the Commission has taken several signifi- 
cant steps to enhance the utility of structured finance vehicles for smaU business 
capital formation. The measures proposed in the Small Business Loan Securitization 
and Secondary Maricet Enhancement Act of 1993 should facilitate further the use 
of structured finance as a source of capital for small business. The Commission 
strongly believes that wider use of prudent techniques of securitization is probably 
the ^st — and quite possibly the only — technique for really ending the "credit 
crunch" that has afllicted small business across the country. 

Introduction 

The past year has witnessed a great deal of discussion about the flow of capital 
to small business.^ This discussion has been prompted by a growing concern that 
small business, which provides the major source of jobs for the American worker,' 
has been unable to raise or borrow capital with which to fuel growth, innovation, 
and expansion. "Capital is of course critical to anv business, particularly small busi- 
ness. In recent times, however, financing for smaU business mm traditional sources 
available to a company that is smaUer than the size typically able to conduct an 
initial public offering has become more diflicult to obtain."^ 



^ Small Business Loan Securitization and Secondary Market Enhancenient Act of 1993, S.384, 
103d Cong., l8t Seas. (1993). 

*See, e.g., Udayan Gupta, Venture Capitalists Raised 75 Percent More Money Last Year, WALL 
St. J., Jan. 29, 1993, at B2, col. 3; Udayan Gupta, Venture Funds Regain AppetiU For Start- 
ups, Wall St. J., Sept 21, 1992, at Bl, col. 6; Brent Bowere, Effort Grows to Help Tiny Firms 
Get Equity Financing, Wall St. J., Mar. 16, 1992, at B2, col. 3. 

^See Figure A. 

^Statement of Commiasion Chairman Richard C. Breeden, Hearing Before the Subconun. on 
Securities of the Comm. on Banking, Housing, and Urban AfTairs, 102d Cong., 2d Seas. (Mar. 
26, 1992) at 7. 
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Venture capital films, whidi can be either privately or publicly owned oomjpanies,^ 
are an important source of that capital.* From 1982 to 1991, these firms invested 
over $27 DiUion in small businesses.^ New investments bjr venture capital finoB 
reached a peak of $4.0 billion in 1987.* UnfortunateW, new investments declined to 
$1^ billion in 1991, a ten year low.* Plfeliminaiy data suggest thttt these invest- 
ments may have increased to $2.7 billion in 1992.^* While a considerable improve- 
ment, these investments are substantialW below the average of $3.6 billion that me- 
vailed during the second half of the 1980's,^^ and the Commission ap|iUnids Con- 
gress' determination to press for further action in this area. We reoogniae and ap- 
preciate that the purpose of these bills is to amend the securities laws to enhance 
investment in small businesses without sacrificing investor protection. 

Recent Commission Initiatives in the Area of Small Business 

The Commission has taken several steps this past year to facilitate the fkw of 
capital to small business. Regulations under both the Securities Act of 1933 ('^Secu- 
rities Act'')^^ and the Secunties Exdiange Act of 1934 (^Exchange AcT)^ were 
amended to remove unnecessary barriers to the registration and saJe of securities. 
Regulation A under the Securities Act exempts small public ofierings from the 
registration provisions of that Act.^^ Last year, the Commission amended Regula- 
tion A to raise the size limit for an offering using this simplified process fi!t>m $1.5 
million to $5 miUion.^* Since this change was finalized on July 30, 1992. the vohime 
of Regulation A ofTeringB neariy quacuupled to $39 million, compared with $22.6 
miUion before the Commission's action.^* 

In addition to expanding Reflation A, the Commission dramatically simplified 
the registration statement previously used for smaU business ofierings, and removed 
an arbitraiy size limit of $7.5 million per ofiering (or for repeated offerings during 
the succeeding twelve months following an initial public ofiering). Since the new 
''SB-2" form replaced the old 5-18 and ofiering limits were removed in August 1992, 
74 offerings covering a total of $641.2 million have been registered with the Com- 
mission by small businesses. At the same time, the Commission took action to allow 
an issuer to use a test the waters* document to assess interest in its securities be- 
fore complying with the mandated disclosure requirements.^'' The Commission also 
amended Rule 504 of Regulation D to allow companies not yet registered under Uie 
Exchange Act to ofier up to $1 million of unrestricted securities eadi year throudi 
a general solicitation without federal registration or a federal requirement that the 
ofierinff be registered in the relevant states. Previously, Rule 504 did not permit the 
general solicitation of investors. Further, unless the securities were registered with 
uie relevant states, they were not freely transferable bj^ the investor, and the issuer 
was limited to ofiering $500,000 of unrestricted securities each year. Since the time 



"The ConuniMion has no data aoleW on private venture capital finm, bat does have data on 
two types of public venture capital nrms: small business investment companies and busiiiess 
development companies. In 1992, there was a sli^t increase in the number of small badnesi 
investment companies: from 10 such companies with $290.6 million in assets in 1991 to 11 such 
companies with $331.8 million in assets. While there were 40 business devdopment eompaniei 
in 1992 (one more than in 1991), their assets declined to $2.4 billion finom $2.5 billion in 1991. 
See Figure B. 

*We should not overlook that conventional investment companies also are an imDortant 
source of capital for small businesses. In 1992, there were approximatdy 148 funds witn more 
than $22.1 billion in net assets that invested primarily in companies with small maricet capital- 
izations. In 1991, there were 107 such funds with $16.1 billion \n net assets. See Figure C. 

^Calculation based on figures in DUbunements Hit 10-Year Low, Vbnturb CAPfTAL J., June 
1992, at 27. While there is no uniform definition of '^mall business,** one of the Small Businev 
Administration's definitions includes any company which, together with its afffliates, does "not 
have net worth in excess of $6 million, and does not have average net income after fedora! in- 
come taxes (exduding any cany-over losses) for the preceding 2 years in excess of $2 million.'' 
13 C.F.R. § 121.802(aX2), amended in 57 FR 62477 (1992). 

^See DisbunemenU Hit 10-Year Low, VENTURE CAPITAL J., June 1992, at 27. See aiao Figure 
D. 

•Id. 

^® Figures reflect the first six months of 1992. Analysts with Venture Economics Publishing 
Ca supplied these figures to the Commission staff. 

"Calculation based on data in Disbursements Hit 10-year Low, VE^fURE CAPITAL J., June 
1992, at 27. 

" 15 U.S.C. § 77a. 

" 15 U.S.C. § 78a. 

" 17 C.F.R. §§ 230.251-263. 

^ Small Business Initiatives, Securities Act Release No. 33-6949 (July 30, 1992), 57 FR 
36442, 36468 (Aug. 13, 1992). 

^* Comparing filings made under Regulation A during the periods of August 13, 1992 thnmgh 
February 19, 1993, and August 13, 1991 through February 19, 1992, respectivdy. 

"ItL at 36476, 36496, 36470. 
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of our amendments to Rnk 504 in August 1992 thrauc^ the end of calendar year 
1992, more than 578 ofTerings involving $183.1 million have been made, most of 
whicn came from small business.^* 

Small Bumess lUgiatration. The Comnussion also adopted an integrated rMstra- 
tion and reporting system under the Securities Act ana the Exchange Act lor use 
by "small business issuers."^* For purposes of this system, small business issuers 
generally indude those issuers with annual revenues of less than $25 million and 
n^oae public float (the market value of voting securities held by non-afiGliates) does 
not exceed $25 million.^ Tliis integrated system includes a new simplified form far 
small business issuers to register their securities under the Securities Act (Form 
SB— 2) and allows them to satisfy their periodic reporting requirements under the 
Exchange Act on new simplified forms designed exprMsly Tor small businesses 
(FormslO-KSB and lO-QSB) .» 

Structured Finance. The Commission also acted this past year to exempt struc- 
tured finance vehicles (sometimes also called asset-backed arrangements) mm the 
Investment Company Act of 1940 ("Investment Company Act"),^ thus fieeinff these 
innovative products to be a source of capital to small business. Structured finance 
issuers pool income-producing assets, and issue securities backed bv those assets. 

Tlie structured finance muket has increased dramatically over tne last decade. 
In 1961, there were just 17 structured finance issuances totallinff $1 bilUon.** As 
of December 31, 1992, securities of stractured financings publi^ ofilned in the 
United States totalled approximately $428.6 billion, accounting, for approximatdy 
50 percent of total public securities offerings (debt and equity) and 57 percent of 
total debt securities offerings.^ Most of this activity, in volume terms, relates to of- 
ferings of securities by the government sponsored enterprises like Fannie Mae and 
Freddie Mac 

Despite this enormous growth, the Investment Company Act constrained the de- 
velopment of the structured finance market. Stnictured finance vehicles technically 
meet the definition of investment company (and would, unless exempted, be subject 
to Investment Company Act regulation) because thev issue securities and are pri- 
marily engaged in investing in, owning, or holding securities.^ Structiuned 
financings. However, are unabie to operate under many of the Investment Company 
Act's requirements. 

In a typical structured finance arrangement, the owner of financial assets, sudi 
as a bank, seUs the assets to a spedal purpose entity, such as a trust, that ulti- 
mately issues one or more classes of securities backed by the assets. Because the 
owner and the issuer often are afiiliated, the Investment Company Act would pro- 
hibit the owner's sale of assets to the issuer.^ The Investment (Jompany Act also 
frequently would preclude joint accounts where the initial owner ana issuer share 
an mterest in Hie excess cash flows fix>m securitized assets.^ These joint accounts, 
known as spread accounts, often are used as credit support for the financing. F1- 
naUy, the Investment Compaiw Act's limitations on senior securities and leverage 
would preclude the issuance of multiple classes of securities, as is common in most 
financings.^ 

To escape the Investment Company Act, structured financings either must fit 
within one of the Act's exceptions to uie definition of investment company or seek 
exemptive relief from the Commission. Many financings rely on the exception in sec- 
tion 3(cX5), which generally is available for issuers engaged in the business of ac- 
quiring notes or loans covering specified merchandise and services or interests in 



^During calendar year 1991, there were 1^59 Rule 504 oflehngs covering $377 million worth 
of securitieB. For calendar year 1992, there were 1,470 Role 604 offeringB for $434.7 nuttion. 

»/<! at 36450. 

«>/<l at 36472. 

'Wd at 36473, 36498. 

» 15 U.S.C. § 80a-l. 

» David Kogut, CorporaU Finance 1985: The Red Hot Year, INV. DbalersT DIG., Jan. 13, 1986, 
at 23. 

^Calculations based on data in How Sweet It Was! iNV. DEALERS' DIG., Jan. 11, 1993, at 14. 
16-18. See also Figure E containing comparative data reflecting the growth of the stnictored 
finance maricet between 1986 and 1992. 

^See Investment Company Act § 3(a), 15 U.S.C. § 80a-3(a) (definition of investment com- 



^See Investment Company Act ) 17(aXl), 15 U.S.C. $ 80a-17(aXl) (prohibiting i 
person of a registered investment compaiw from selling securities to such company). 



'See Investment Company Act § 17(aXl), 15 U.S.C. § 80a-l7(aXl) (prohibiting an affiliated 



^See Investment Company Act § 17(d) and rale I7d-1, 15 U.S.C. § 80a-l7(d), 17 C.F.R § 
270.17d-l (governing joint transactions involving an affiliated person of a registered investment 
company and the registered investment company). 

^See Investment Company Act § 18, 15 U.S.C. § 80a-18 (governing the capital structure of 
registered investment companies). 
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real estate.^ The section 3(cX5) exception is limited to financings involving certain 
types of assets, and most importantly for smaU business caoital formation, would 
not permit securitization of all loans made to small business.^ 

To remove unnecessary barriers, the Commission adopted a rule conditionally ex- 
empting structured financings from regulation under the Investment Company 
Act.^^ The conditions of tiie rule seek to delineate the operational distinctions be- 
tween registered investment companies and structured finance vehicles, permit the 
oontinuea evolution of the structured finance maricet, and address investor protec- 
tion concems.^^ 

Shelf Registration, The Commission also expanded the availability of Rule 415, 
the "shelf registration rule," to a greater number of structured finance trans- 
actions.^ The ''shelf registration" procedure provides issuers eligible to use Form S- 
3 with the flexibility to access the public securities markets on demand, without 
having to obtain additional clearance from the Conunission staff. The Commissnn 
revis^ Form S-3 specifically to permit companies to repster investment grade 
asset-badced securities without regard to their reporting historv.^ Before the revi- 
sion, the benefits of Form S-3 and shelf registration for delayed ofierings generally 
were not available to issuers of non-mortgage related investment grade aaset-backcNi 
securities. As a result, for example, investment grade securities backed by small 
business loans or credit card receivables generally could not be registered for sale 
on a delayed basis, and sold as market conditions warrant. The revisions to Form 
S-3 removed unnecessai^ regulatory obstacles to the raising of capital and shoukl 
reduce the costs of secuntizing a varietv of financial assets, mcluding pools of small 
business loans. By utilizing proven techniques of securitization that have been de- 
veloped in connection with mortgage-backed securities, the Conunission has sou^t 
to enhance significantly liquidity for lenders to small businesses. 

While it is still too eariy to tell what efiect these measures will have, we are 
aware of at least two proposed ofierings eligible for shelf registration currently 
pending with the Commission that would pool smaU business loans and sell secun- 
ties badced by those loans.^ Meanwhile, we have been informally told by maiw on 
Wall Street that these initiatives should materially improve the efficiency of the 
structured finance market. Financial institutions may be able to make new loans 
to more small businesses if they can sell existing "securitized** loans to third parties. 

SmaU Business Incentive Act of 1993 

I will now turn to the Small Business Incentive Act of 1993. This leg^lation is 
very similar to the legislation submitted to the Congress by the Commission last 
April, and introduced as the Small Business Incentive Act of 1992.^ The legislation 
principally would amend the Investment Company Act to streamline the regulation 
of venture capital pools that otherwise would be subject to the full bore of regulation 
under the Investment Company Act. The Commission believes that these changes 
are necessary because companies regulated under the Investment Company Act are 
subject to a number of rigorous requirements ranging from registration to restric- 
tions on capital structure and dealings with affiliated persons. 

Venture capital pools often find it difficult to comply with the Investment Com- 
pany Act's capital structure restrictions. For example, while the Investment Com- 
pany Act requires conventional closed-end funds to nave a minimum of $3 of assets 
for every $1 of debt,^'' venture capital pools are usually highly leveraged. The cap- 
ital structure of venture pools typically are more complex than that permitted by 
the Investment Company Act, which only permits closed-end funds to issue one 
class of debt securities and one class of preferred stock.^ These pools also find it 
difiicult to comply with the Investment Company Act's restrictions on dealings with 
afiiliatod persons, including the prohibition against joint transactions (absent ex- 



» 15 U.S.C. § 80a-3(cX5). 

^See Division of Investment Management, SEC, The Treatment of Structured Finance Under 
the Investment Company Act, PROnTECTING INVESTORS: A HALF CENTURY OP INVESTMENT COM- 
PANY Regulation 68-73 (1992). 

3^ Investment Company Act rule 3a-7, 17 C.F.R. § 270.3a-7. See Exclusion from the Definition 
of Investment Company for Structured Financings, Investment Company Act Release No. 19105 
(Nov. 19, 1992), 57 FR 56248 (Nov. 27, 1992). 

^Id. 

^ 17 C.F.R. § 230.415. See Simplification of Registration Procedures for Primary Securities Of- 
rerings. Securities Act Release No. 6964 (Oct 22, 1992), 57 FR 48970 (Oct 29, 1992). 

^Id. at 48976. 

^Fremont Funding Inc., Form S-3, Registration No. 33-55424 (filed Jan. 15, 1993); TMS 
SBA Loan Trust 1993-1, Form S-11, Registration No. 33-58126 (filed Feb. 10, 1993). 

^S.2518, 102d Cong.. 2d Sess. (1992): H.R. 4938, 102d Cong., 2d Seas. (1992). 

37 Investment Company Act § 18(aXlXA), 15 U.S.C. § 80a-18(aXlXA). 

"Investment Company Act § 18(c), 15 U.S.C. § 80a-18(c). 
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emptive relief from the Commission).^ Unlike traditional investment companies, 
venture capital pools often control the companies in which they invest. In addition, 
several venture capital pools may be advised by the same persons. As a result of 
these relationshios, joint transactions among afRliated venture capital pools are 
common, but would not be permitted bv the Investment Company Act. 

Une proposed lecnslation would enable various types of venture capital pools to op- 
erate more freely. 1 will briefly discuss various types of venture capital pools. 

Qualified Purchaser Investment Pools (sections 201-203). Section 202 would 
amend the Investment Company Act to permit a new genre of investment pools 
whoae securities are owned exclusively by sophisticated or so-called "auaUfiei" pur- 
chasers. The new exception would apply irrespective of the number of investors. At 
present, venture capital firms may avoid the Investment Company Act only if they 
umit the number or shareholders to 100 and only if the^ do not publicly otier their 
securities.^ The 100 investor limit apolies regardless of the financial sophistication 
of the investors involved. The proposal is designed to promote capital participation 
in venture capital funds by recognizing that sophisticated investors can appreciate 
the risks associated with pooled investment vehicles, and do not need Investment 
Company Act protections, in other words, these investors should be able to monitor 
on their own behalf such matters as management fees, transactions with affiliates, 

Svemanoe, investment risk, and leverage. By limiting participation in the new 
nds to sophisticated investors, the amendment could respond to the capital needs 
of small businesses without jeopardizing investor protection. 

Funds relying on the new exemption would have greater access to the capital 
markets because they would be permitted to make public ofTerinffs.^^ 

The legislation would assign to the Commission the res|)onsibility of defining by 
rule the class of sophisticated or ''qualified purchasers'* eligible to invest in the new 
pools. In response to the legislation last April, the Commission suggested that, at 
least initiaUy, the definition of ''qualified institutional buyer^ in Rule 144 A under 
the Securities Act^ would be an appropriate standard for institutional partici- 
pants.^' The Commission also indicated that it would propose standards requiring 
a hi^ degree of financial sophistication for any natural person investing in the new 
pools comparable to their institutional counterparts.'^ 

Business Development Companies (sections 206-210). Business development com- 
panies, or ''BDCs, are domestic closed-end funds that invest in small and develop- 
ing businesses. Tliey were made possible by amendments to the Investment Com- 
pany Act in 1980.^ Unlike traditional investment companies that invest "passively^ 
in so-called "small cap" stocks, BDCs are required by the Investment Company Act 
to ofTer signiflcant managerial assistance to the companies in which they invest.^ 

The Commission regulates BDCs in a manner similar to registered investment 
companies. BDCs, however, technically are not required to register with the Com- 
mission as investment companies and generally are permitted greater flexibility in 
dealing with their portfolio companies,^ issuing and pricing securities,^' and com- 
pensatmg their management.^^ 



** Investment Ckxnpany Act § 17(d), 15 U.S.C. § 80a-17(d). 

«o Investment Company Act § 3(cXl), 15 U.S.C. § 80a~3(cXl). 

^^The securities offered would be subject to the registration requirements of the Securities 
Act, unless the offering qualified for an exemption under that Act. See Securities Act § 5, 15 
U.S.C. $ 77e. Brokers or dealers ofTering the securities also would need to be registered under 
the Exchange Act. See Exchange Act § lS(a), 15 U.S.C. § 78o(a). 

^17 C.F.R. $ 230.144A. Qualified institutional bu)rers generally include certain t^pes of insti- 
tutiona] purchasers that own and invest on a discretionaiy basis at least $100 million in securi- 
ties, an^r registered dealer that owns and invests on a discretionary basis at least $10 million 
in securities, any registered investment company that is part of a fomily of investment compa- 
nies with at least $100 million in securities, and any bank or savings and loan that owns and 
invests at least $100 million and has an audited net worth of at least $25 million. 

^ 138 CONG. Rbc. S4822 (daily ed. Apr. 2, 1992) (Memorandum of the Securities and Ex- 
change Commission in Support of the Small Business Incentive Act of 1992). 

**ia. Cf. the "aocreditea investor" standard of Regulation D under the SecuritieB Act, 17 
C.F.R. $ 230.501(a) (an accredited investor generally includes natural persons with an individual 
income of only $200,000 or joint income with a spouse of over $300,000) (emphasis added). 

^ SMALL Business Investment Incentive act op 1980, Pub. L. No. 96-477, 94 Stat 2275 
(codified in scattered sections of 15 U.S.C.X 

^See Investment Company Act § 2(aX48). 15 U.S.C. § 80a-2(aX48). 

^^See, e.g.. Investment Compan;^ Act rule 57b-l, 17 C.F.R § 270.56b-l (permitting BDCs to 
enrage in principal transactions with controlled portfolio companies). 

^See, e.0.. Investment Company Act § 63(2), 15 U.S.C. § 80a-«2(2) (permitting BDCs to issue 
their securities at a price below net asset value under certain conditions). 

^See. e.g.. Investment Company Act §§ 57(n), 61(aX3XB), 15 U.S.C. «§ 80a-56(n) -60(aX3XB) 
(permitting BDCs to establish profit-sharing plans for their directors, officers, and employees). 



68-718 0-93-5 r^ l 

Digitized by VjOOQLC 



126 

private venture capital 
, there were on^ atbout 
206throu^210ofthe 
propcMed legislation are designed to make it easier and less costly for BDCa to o£Eer 
securities and to invest in sinall businesses. 

Sections 206 throuc^ 208 would create a new class of very small companies in 
which BDCs could invest and would relieve BDC management finom w^lf^wg avail- 
able significant managerial assistance to these companies. The Conumasion has 
been told that the time and expense involved in making managerial aaaistanoe 
available deters BDCs from investing in these very small oompaniea, whkh often 
are the ones most in need of capital. This new class would include any company 
that has total assets of $4 miUion or less and capital and surplus of $2 million or 
less. These numbers are derived from two of the minimum requirements for lirting 
on NASDAQ.'^ By waiving the managerial assistance requirement for investments 
in this new class of company (or to any other company that meets criteria prescribed 
by Conmiission rule), the amendment seeks to encourage greater BDC participation 
in small businesses. 

Section 208 would amend the Investment Company Act to permit BDCa to acquire 
more freely the securities of portfolio companies from persons other than the port- 
folio companies and their aniliated persons. Currently, BDCs must monitor their 
portfolios to assure that at least 70 percent of their assets are invested in cash, se- 
curities of financially troubled businesses, and securities of "eligible portfolio compa- 
nies."^ Eligible portfolio companies, to whom BDCs must offer their managerial as- 
sistance, are companies that do not qualifi^ for margin listing under FedersI ReKrve 
Board regulations or companies that the BDC controls.^ Currently, BDCs must ac- 
quire eligible portfolio companv securities that do not <iualify for margin listing di- 
rectly from the companies or their afiiHated persons.^ The amendment would per- 
mit BDCs to acquire these securities from anyone. 

Expanding the channels throu^^ which BDCs would be permitted to aoauire small 
business securities should increase the liquidity of the securities, and pernaps make 
them more attractive as investments. The amendment also may enable BDCs to inno- 
vide capital to a mater number of smaU businesses. For example, the l^islaaon 
would permit BDCs to acouire the notes of small companies fiiom finandu institu- 
tions. bDCs then could seU the notes back to the companies in exchange for equity 
interests in the companies, therebv relieving the companies of debt. 

Section 209 would permit BDCs greater flexibility in their capital structure. As 
such, this section would depart more profoundly from a central tenet of itat InvMt- 
ment Company Act than any other amendment to that Act in the 53 veara since 
its adoption. Congress should be aware that the highly capitalized and simplified 
"plain vanilla" capital structure the Investment Company Act now requires of in- 
vestment companies was regarded a half-centuiy ago as being of central importance 
to the protection of investors.^^ Nonetheless the Commission supports these amend- 
ments because it has been persuaded that without them BDCs wiU continue to be 
unable to attract the interest of venture capitalists. The safeguards in the proposed 
amendments should give reasonable projection to investors in these pools.^ 

Section 209 first would amend the Investment Company Act to permit BDCs to 
be more highly leveraged. BDCs currently are subject to a 200 percent asset cov- 
erage requirement.^'' Tney can issue only $1 of debt for eveiy $2 m assets. The leg- 



^ See supra note 5. 

'^The '^lational Association of Securities Dealers Automated Quotations System." Sectioos 
l(cX2) and l(cX3) of Part II to Schedule D of the National Association of Securities Dealen by- 
laws. 

"> Investment Company Act § 55(a). 15 U.S.C. § 80a-54(a). 

"3 Investment Company Act § 2(aX46). 15 U.S.C. § 80a-2(aX46). 

^See Investment Company Act § 55(a). 15 U.S.C. § 80a-54(a). 

"* Participants in the Congressional hearings in 1940 that led to the enactment of the Invett- 
ment Company Act freouently referred to excessive 1everagin|^ and complex capital etmctoni 
as some or the principal abuses in the investnient company industry, because these pradiceB 
led to personal gain for insiders at the expense of public shareholders, unfair valuation of securi- 
ties, and disproportionate voting rights. See Investment Trusts and Investment Companies: Hear- 
ings on S. 3580 Before a Subcomm. of the Senate Comm. on Banking and Currency, 76th Cong., 
3d Sess. 37-38. 44. 46. 270-71. 280 (1940). In adopting the Investment Company Act, Coi^rew 
also identified "excessive borrowing and the issuance of excessive amounta oif senior aecuntiei' 
as one of the principal abuses the Act was designed to address. See Investment Company Act 
§ UbX7). 15 U.S.C. f 80a-l(bX7). 

""Commissioner Roberts opooses the legislative expansion of BDCs. Given the Commission's 
enforcement experience with these of^anizations. he is of the opinion that their expansioa may 
be destructive to the small company capital formation system. 

■'Investment Company Act $$ 18(aX2), 61(aXlX 15 1/.S.C. $$ 80a-18(aX2). -60(aXl). 
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illation would redaoe this asset coverage recjuirement to 110 percent ($1 of debt for 
eveiy $1.10 in assets), under conditions desumed to assure tnat servicing the debt 
IB a reasonable prospect for the BDC. Specincalfy, BDCs taking advanta^ of the 
reduced asset coverage would be required to show a total interest and dividend in- 
come for the past 12 months that exceeds 120 percent of their total expenses and 
dividends declared for that period. 

In addition, section 209 would permit BDCs to issue, without restriction, multiple 
dttMes of debt securities. BDCs currently may issue more than one class of debt 
onify if all their debt securities are privately held or guaranteed by financial institu- 
tkmB,^ The amendment would permit public investors to participate in offerings of 
nmtliple classes of debt. 

Section 209 also would aUow BDCs for the first time to issue, on a stand-alone 
baaia, warrants, options, or rights that expire up to ten years from issuance. Cur- 
rently, BDCs are pennitted to issue warrants, options, or rights that expire more 
than 120 days but less than ten years from issuance only if they are accompanied 
i^ debt securities.^ The Commission has been unable to find a basis for this restric- 
tion. 

To address the additional risks associated with the proposed capital structure 
amendments, section 210 would cprant the Commission autnority to require BDCs 
to supply shareholders annually with a vnitten statement describing the risk factors 
associated with the capital structures. This new authority would enable the Com- 
mission to ensure that investors are given adequate information about a BDCs cap- 
ital structure. 

BIDCOs and Intrastate Closed-End Funds (sections 204 and 205), The Small Busi- 
ness Incentive Act also includes two initiatives that affect "sinf^le state** investment 
companies. Section 204 would facilitate the creation and operation of state regulated 
business and industrial development companies, or '^iDCOs." Section 205 would 
update the current Investment Company Act exemption for intrastate closed-end 
funds. 

BIDCOs are designed to provide capital, and sometimes managerial assistance, to 
businesses located within a particular state. BIDCOs typically provide capital 
throu£^ direct investments or loans. While BIDCOs may assist a variety of different 
types of businesses, the businesses often are small, local concerns. 

At least 44 states have state statutes providing for the creation of these entities.^ 
Of course, l^ese statutes vary greatly. Some are comprehensive, imposing capital re- 
quirements, conflict of interest prombitions, and other investor protections,*^ while 
others are more procedural in nature, merely empowering these entities to promote 
the growth of businesses within the state. 

Because of their extensive investments in securities, BIDCOs also finequently are 
subject to the Investment Company Act. The Commission has used its exemptive au- 
thority to exempt 14 BIDCOs from some or all provisions of the Investment Com- 
pany Act.^ The exemptive process costs time ana money, whidi mav discourage the 
rormation of some— especially smaUer — BIDCOs. Section 204 would eliminate the 
need for individual exemptions by creating a self-operative exemption in the Invest- 
ment Company Act. 

The bill would require the BIDCO's operations to be regulated by a specific state 
statute. To address variations in state statutes or other concerns that may arise. 



"•Investment Company Act § 61(aX2X 15 U.S.C. § 80a-60(aX2). 

"•Investment Company Act §§ 18(d), 61(aX3XA), 15 U.S.C. §§ 80a-18(d). -60(aX3XA). 

^Set, e.g., Dd. Code Ann. tit 5, M 3301-3356 (Supp. 1992); Tenn. Code Ann. «§ 4&-8-201 
to~225(1991). 

•^See,ej., Mich. Stat. Ann. H 23.1189(101) to -<1001) (C^allaghan 1991). 

••See Tbe Idaho Company, Investment Company Act Release No. 18985 (Sept 30, 1992); Ar- 
cadia BIDCO Corporation, Investment Company Act Release Na 16141 (Nov. 20, 1967); Valley 
()pportttnitieB Inc., Investment Ckxnpany Act Release Na 16037 (Oct 6, 1967); Univerua 
BujOO Corp., Investment Company Act Rdeaae No. 15444 (Nov. 28, 1986); Indiana Community 
BiMineas Credit Corp.. Investment Company Act Release Na 14585 (June 18, 1966); Develop- 
ment Corporation of MonUna, Investment (Company Act Release No. 14122 (Sept. 4, 1964>, New 
Mexioo Business Development Corporation, Investment Compaiw Act Release No. 13930 (May 
7, 1964); Business and Industrial Development Corporation or Washinston, Investment Com- 
Moy Act Release No. 7301 (July 28, 1972); Iowa Business Development Corporation, Investment 
Company Act Release No. 5585 (Jan. 23, 1969X Utah Business Development Corporation, In- 
vestment Company Act Rdease No. 5518 (Oct 18, 1966); Colorado Business Development Cor- 
poration, Investment Company Act Release No. 4524 (Feb. 24, 1966); Kansas Development Cred- 
it Corporation, Inc., Investment Ckxnpany Act Rdease Na 4319 (Aug. 9, 1966); RIDC Industrial 
Development Fund, Investment Company Act Release Na 4135 (Jan. 12, 1965); POnnqdvania 
Development Corporation, Investment Company Act Rdease Na 3965 (Apr. 28, 1964). Of course, 
other BIDCOs that can rely on one of the Investment Company Act^s exemptions would not have 
needed or received an exemptive order. 
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the CommisBioii would have the authority, by rule or order, to in^xMe conditioiiB it 
deems neoesiaiy or appropriate to protect investora. 

The lctti|ilation specmcaUy would require that at least 80 percent of eadi offeiing 
of the 80X30*8 securities would have to be sold to residents of the state where the 
BIDCO conducts its operations. This requirement should help assure a staters regu- 
latory interest in BiDCOs located within the state. The 20 percent cushion for out- 
of-state sales also would provide flexibility for anv "spill-ovei^ sales that mi^t 
occur, especially in ofTerings conducted in metropolitan areas that overiap sevml 
states. 

In addition to other investor protection requirements detailed in the legislation, 
all BIDCO security holders would have to qualify as "accredited investora" under 
the Securities Act, or meet such other standard as the Commission may authorize 
by rule or order.** 

The second "sinde state" initiative involves closed-end funds thttt pubUdy offer 
their securities witnin a particular state. These funds may invest in Dusinesses in 
the state where their security holders reside or in businesses located throuf^iout the 
United States. Under section 6(d) of the Investment Company Act, the CommissioiL 
upon the filing of individual applications, may exempt these intrastate closed-end 
funds fiom the Investment Company Act so long as the aggregate proceeds raised 
in the public offering do not exceed $100,000.*^ 

The ) 100,000 limit was put into place in 1940. This amount should be increased 
to reflect more accurately the current financial requirements of companies providing 
capital to small businesses and others. Section 205 of the legislation would bring 
the exemption into the 1990*8 by increasing the exemption's ceiling to $10 million. 
It would permit the Commission to readjust this amount by rule or order. 

Private Investment Companies (sections 201 and 203), As I mentioned earlier, pri- 
vate venture capital funds rely on the statutoiy exception for funds that do not have 
more than 100 investorB and do not publicly offer their securities. This provision is 
found in section 3(cXl) of the Investment Company Act.** 

The 100 investor limit is calculated throu^ a complex test. Because of this test, 
private ftinds must be particularly vigilant about the purchase of their securities by 
corporate investors. When a company purchases 10 percent or more of a private 
fund's securities, that company's security holders may be counted toward tne 100 
investor limit.** If the 100 investor limit is exceeded, the fund would be subject to 
the full panoply of Investment Compan>r Act regulation. Private venture capital 
funds, as a practical matter, may avoid this problem by limiting investments by cor- 



porate investors to less than 10 percent of the private fund's securities, 
corporate investments, of course, constrains the fund's capital growth and the avaif 
ability of funds for investment in smaU businesses. 

Section 201 of the bill would simplify the way in whidi the 100 investor Umit is 
calculated. The proposal would no longer count — under any circumstances — ^the se- 
curity holders of corporate, non-investment company investors. The practical effect 
would be to eliminate current constraints on corporate investments m private ven- 
ture capital funds. This could potentially make new capital available to small busi- 
nesses without any serious risk to investors. 

The leffislation, however, would apply the 10 percent limit to investments by a 
registered investment company in any one private fund. This would ensure that reg- 
istered funds could not use private funds to circumvent application of the Invest- 
ment Companv Act. 

Even with the new "qualified purchaser* investment company we are recommend- 
ing, section 3(cXl) will continue to be important for venture capital funds and other 
pooled investment vehicles whose securities are not held exctusivefy by qualified 
purchasers. 

Securities Act Exemptive Authority, Finally, the Commission currentfy is author- 
ized to exempt from the registration provisions of the Securities Act offerings of $5 
million or less.*'' The Commission has used this authoriW to create several exemp- 
tions, including an exemption for smaU public offerinra (Regulation A)** and an ex- 
emption for certain employee benefit plans (rule 701}.** Section 101 would permit 



*^The proposed "accredited inveBtor" reauirement would be appropriate for the BIDCO egramp- 
tion since the exemption would be limitea to a specific type of^iasuer and wodld rely on stale 
law to provide alternative regulatoiy protections. 

^ 15 U.S.C. § 80a-6(d). See, e.g., ABSociated UCe Insurance Corp., Investment Company Act 
Release No. 4674 (Apr. 22, 1966). 

«15U.S.C. §80a-3(cXl). 

••Investment Company Act § 3(cXlXA). 15 U.S.C. § 80a-3(cXlXA). 

•^ 15 U.S.C. § 77c(b). 

•• 17 C.F.R. § 230.251-263. 

«» 17 C.F.R.§ 230.701. 
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the Coinmiflsion to exempt from registration offerings of up to $10 million. This 
would enable the Commission to extend the benefits of its exemptive rules to more 
business financings, including small business financings. 

Concliision 

The proposed legislation combines a variety of provisions, some breaking new 

Sund, some updating and refining existing practice. The Commission believes that, 
en tog|ether, this package of reforms may help increase the flow of capital to 
small businesses without creating inappropriate risks to investors. 
1^ Commission stands ready to assist the Subcommittee in this endeavor. 
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STATEMENT OF BARRY C. GUTHARY 

President, North American Securities Administrators Association 

Director, Massachusetts Secretary of State's, Division of Securtties 

Executive Summary 

Recognizing that small businesses play a vital and indispensable role in our na- 
tion's economy, state securities regulators — ^individually and collectively throu^ 
NASAA — have devoted considerable time and energy over the last several years to 
developing innovative and creative approaches to ease the way for legitimate small 
business capital formation in the U^. Securities a^ndes across the countiy either 
already have or are now in the process of putting in place the Small Corporate Of- 
fering Registration (SCOR), a streamlined question-and-answer repstration process 
allowing small firms to raise up to $1 million in a 12-month period. While SCOR 
may not have been the first small business capital formation innovation in UJS. se- 
curities law, it does represent a ''summing up of the lessons learned in earlier ef- 
forts. SCOR involves tne explicit recognition that small business capital formation 
initiatives, if not carefully crafted, may end up serving as a vehicle for swindles, 
list as the penny stock market in the mid and late 1980s came to be dominated 
»y fraud. 

Tlie comments NASAA offers here today with respect to federal small business 
capital formation initiatives are based both on our substantive experience in this 
area and on our years of experience in serving as the front line protection for small 
investors. As discussed in more detail in the full statement, NASAA ^nerallv sup- 
ports most of the key concepts of the proposed ''Small Business Incentive Act. How- 
ever, an initial review of the proposea 'ISmall Business Loan Securitization and Sec- 
ondary Maricet Enhancement Act" has raised serious concerns among NASAA's 
members and, as a result, we respectfully sumest that consideration of tms proposal 
be postponed pending further study. Many oTthe issues of interest to NASAA with 
respect to developing a secondary market for loans to small businesses now are 
being explored by representatives of the Treasury Department, the Concessional 
Bud^t Oflke, the Securities and Exchange Commission and the Small Business Ad- 
ministration. NASAA respectfully suggests that this Subcommittee postpone fiiii^r 
action on this measure until this report is made available. 

NASAA appreciates this opportunity to offer its views to the Subcommittee and 
lodes forward to working closely with this Subcommittee as you move forward to 
refine and further review the issues involved in the proposed small business meas- 
ures. 

Mr. Chairman and Members of the Subcommittee: My name is Bany C. Guthary. 
I am president of the North American Securities Administrators Association 
(NASAA) and director of the Massachusetts Secretary of State's Division of Securi- 
ties. In the U.S., NASAA is the national voice of the 50 state securities agencies 
responsible for investor protection and the eflident functioning of the capital mar- 
kets at the grassroots level. I appreciate the opportunity to appear before you today. 

As is discussed below in this statement, NASAA generally supports many of the 
key concepts of the proposed ''Small Business Incentive Act. However, the Associa- 
tion has very real concerns about certain elements of the proposed ''Small Business 
Loan Securitization and Secondaiy Market Enhancement Act and respectfully rec- 
ommends that consideration of this proposal be postponed to allow for nirther study 
and examination of the issues raisea in this statement. In addition to discussing the 
specific elements of the two proposed measures, NASAA also offers for this Sub- 
committee's consideration and understanding details on state efforts to promote le- 
gitimate small business capital formation, as well as information concerning small 
business and the capital maricets. 

OVERVIEW 

While capital raising in the 1980s often meant junk bonds, leveraged buyouts and 
other hi^-rolling transactions, the emphasis today has shifted to the financing 
needs of the small businesses responsible for the vast majoritv of the new expan- 
sions and start-ups yielding new jobs, markets, innovations and tax revenues in the 
U.S. economy. Recognizing that small businesses play a vital and indispensable role 
in our nation's economy, state securities regulators — individually and collectively 
throuf^ NASAA— have devoted considerable time and energy over the last several 
years to developing innovative and creative approaches to ease the way for legiti- 
mate small business capital formation in the U.S. The comments we offer here t^av 
with respect to federal small business capital formation initiatives are based botn 
on our substantial experience in this area and on our years of experience in serving 
as the front line protection for small investors. 
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Securities agencies in states across the countiy either already have or are now 
in the process of putting in place the Small Corporate Offering Regiitewtlon 
(SCOR), a streamlined question-and-answer registration process allowing small 
firms to raise up to $1 million in a 12-month period. While SCOR may not have 
been the first small business capital formation innovation in UJS. securities law, it 
does represent a ''summing up" of the lessons learned in earlier efforts. Some of the 
other federal and state programs designed to ease access to the capital markets for 
new and growing firms were found in practice to be too complex, overly restrictive 
or even plaffued with fraud and other abuses. SCOR involves the explicit recogaitka 
that small ousiness capital formation initiatives, if not carefully crafted, may end 
up serving as a vehicle for swindles, just as the penny stock market in the void and 
late 1980s came to be dominated by fraud. 

State securities regulators understand peiiiaps better than anyone dse the deli- 
cate balance that must be arrived at between investor protection and capital forma- 
tion. A loosely-constructed or ill-defined approach to capital formation could jeopard- 
ize investors, and by extension, the still frajgile economic recovery. One needs to lode 
no further than Colorado, where extensive and uncritical deregulation was touted 
in the early 1980s as the key to small business capital formation. However widl in- 
tentioned, that move to deregulation opened up Colorado to massive penny stodc 
fraud. Investors were burned, lost confidence in the fairness of the maikets and de- 
cided to ''sit on the sidelines" when it came to investing. The end result was exact^ 
the opposite of what Colorado lawmakers had set out to do.^ 

Mr. Chairman, no one set out deliberately to create the problems in the invest- 
ment marketplace of the 19808, but they happened because of the gap between flood 
intentions and the right specifics. It is one thmg to come out in favor of the ''mouier- 
hood, basebaJl, and apple pie" proposition of small business capital formation; it is 
quite another thing to frame a plan that will get scarce capital resources into the 
hands of new and expanding firms and keep it out of the poocets of those who would 
inflict costly fraud and abuse on the investing public. It is throu^ this prism that 
the benefits of any investment deregulatory initiative — no matter how well-inten- 
tioned — should be judged. 

FEDERAL SMALL BUSINESS INTIIATIVES 



The Subcommittee now has before it two proposals intended to facilitate 
to the public capital markets for start-up and oevelopin^ companies and to lower 
the costs for small businesses that undertake to have their securities traded in the 
public market. Mr. Chairman and Members of the Subcommittee, NASAA appre- 
ciates this opportunity to offer its views on the proposed legislation. As menUooed 
earlier, NASAA generally is supportive of the proposed ''Small Business Incentive 
Act of 1993," but we have serious reservations aoout the *Small Business Loan 
Securitization and Secondary Market Enhancement Act of 1993," which we respect- 
fully recommend undergo further study and review before moving forward. NASAA 
is prepared to provide any assistance that is desired by this Subcommittee as you 
refine and further consider these legislative initiatives. Specific comments on both 
proposals follow. 

The Small Business Incentive Act of 1993 

The Small Business Incentive Act of 1993 would amend the Securities Act of 1933 
to provide greater regulatory flexibility to the Securities and Exchange Commission 
ana would amend the Investment Company Act of 1940 with respect to excepted or 
exempt investment companies. NASAA^ comments on each of the key provisions fol- 
low. 

• Securities Act Exemptive Authority, Section 101 of the proposed legislation would 
increase from $5 million to $10 million the Commission's authority to create ex- 
empt offerings from Securities Act registration. NASAA is pleaaed to auppori Ms 
increase in the size of the small offerings that could be exempt from ragiatraUon 
under Section 3(h) of the Securities Act. In fact, NASAA is interested in ex^ring 
with the Commission a further extension of the concept already embodied in fe<F 
eral securities laws whereby the states serve as the primary reviewer of smaller, 
local public offering^. 

• Private and Qualified Investment Companies, Sections 201 and 202 of the pro- 
posed legislation would create a new class of less regulated mutual funds geiued 
to supplying venture capital. The Commission has stated that it believes that 



^In 1990, the Colorado General AMembly took major atepa to reverae the derqp^ulation of the 
eariy 19608 and to improve investor confidence by adopting leraslaUon giving importaiit new 
powers to the state's Secuiities Division so that it could vnare efiTectively oversee the eeeurities 
industry. 
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these p ro p oe ed changes would help create or cniaiul sources of small busiiiess fi- 
nanclng without creating the type of risks to puolic investors that the Ihvestinent 
Conmanv Act originally was denped to address. Investment pools created pursu- 
ant to this new section d(cX7) of the 1940 Investment Company Act would not 
have a limitation on the number of investors and there would be no prohibition 
onpublic offeringi. 

Qualified Furduua^ Section 201 of the propoeed bill would create a new eaoep- 
tion in the Investment Company Act for mvestment pools whose securities are 
hdd exchisivelty by qualified ouraiasers. Qualified purmasers, under Section 202 
of the billv would oe defined by Commission rule on the basis of financial sophis- 
tication, net worth, knowledge and experience in financial matteriL amount of as- 
sets owned or under management, relationship with an issuer, ana olher relevant 
(actors. TestiMng before tms Subcommittee last year, SEC Chairman Breeden in- 
dkated thatT^iTleast initially, the Commissk>n probably would define 'cnaUfied 
puvdiaser^ under this section more or less as it has defined 'qualified institutional 
buyer^ under Rule 144A under the Securities Act.*' As a result of this eioeptkm, 
thme so|A)isticated investors would be free to participate in investment pools that 
are not subject to the requirements of the Investment Company Act des^pied for 
retafl investors. It is hoped that sudi an exception woula increase the flow of 
funds into venture ciqpital oon^Muiies, and ftom there into small business enter- 
prises. NASAA supports this provisUm, but would emphasize that the SEC. in its 
rulemaking, shoutaput in place the hijgh standards it has articulated for the defi- 
nition of qualified purchaser. 

Liberaluation of provisions rdating to private investment companies. The bill 
would amend Section 3(cXl) of the 1940 Act to eliminate current restrictions on 
corporate (non-investment company) investments in '^vate investment compa- 
nies.* Private investment companies are investment jpook that de not have more 
than 100 investors and do not ennige in public offenngs. A corporate investment 
would be treated as one investor for the purposes of calculating the 100 investor 
limit. NASAA supports this amendment to the Investment Company Act 

PermissMs investments in private investment companies. The SECs explanation 
(tf amended Section 3(cXl) of the 1940 Act states, m part, that it woukT^endble 
rmstered investment companies to invest up to 10 percent of their assets in [j^- 
vMe investment companies].* However, it is unclear to us exactly how this is ac- 
complished. NASAA's concern is that what actually may be contemplated would 
be to permit a registered investment company to invest up to 10 percent of ITS as- 
sets in private investment companies. If that is the case, NASAA suggests that 
sudi pnvate investment oonq>any securities would be very illiquid, wnidi may 
lead to redemption problems. Further, the private investment oonq>anies would 
not be as closely regulated under the 1940 Act as are registered companies, the 
result of whidi may be increased opportunities for abuse and risk whidi are not 
uipropriate to flow througji to the registered investment company. Perhaps once 
toia point is clarified we will find that there is no reason for concern. 

• Intraetate closed funds. Today, certain small closed^nd ftinds may avoid regula- 
tion under the Investment Company Act of 1940 by ofiering their securities only 
to residents of the state in whidi thev are organized. Uncter current law, these 
funds mi^ not raise more than $100,000 fimn investors. Section 206 of the pro- 
posed legislation would amend Section 6(dXl) of the Investment Conq>any Act to 
mcrease from the current $100,000 to $10 million the maximum aggregate 
amount permitted to be received from intrastate securities ofieringi of a dosed- 
end investment company. Increasing the aogrc^te offering limit here is intended 
to make it less costly to form and expancr*single state* mvestment companies, 
whidi it is hoped, in turn will provide capital for email, local businesses. InmDor- 
tant^, investors would continue to be protected by state securities laws. NASAA 
stipporte this provision. NASAA encourages the Subcommittee to indudo in its re- 
pent language, direction to the SEC to interpret these provisions liberally. At 
present, the SECs rules have made the intrastate exemption contained in the 
1933 Act virtually unuseable in the mid-Atlantic/Northeast region. 

• Business and Industrial Development Companies. At least 46 states have author- 
ised the creation of a '^siness and industrial development con^pany* (BIDCO), 
for the purpose of providing finandal and, in some cases, manageriiu assistance 
to business concerns located within the state. Under current law, BIDCOs must 
register their securities with the Commission under both the Securities Act and 
the Investment Conq>any Act, thou^ exemptions may be available under the Se- 



*89i, TeetimQQy of Ridiard C. Breeden, Chainiuui, U.S. Seeuritiee ft Exdumge CommieBioii, 
'K^ouaanum Smul Boaiiieei Finsnoe," befbre the Suboommittee on Seeuritifli, Committee on 
Baakii^Itoiiniv. and Uibsn Ailkin, U.& Senate, Msveh 28^ 1902. footnote 22, page 12. 
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curitieB Act and are giranted on a case-l^-caae basis under the Investment Com- 
pany Act. 

Section 204 of the legislation proposes to amend Section 6(a) of the Investment 
Company Act by adding a new subsection (6) whidi would, under certain condi- 
tions, exempt BIDCOs from regulation under the 1940 Act. Ther 



w<wua, «jvi»u«tr« m^MM^^^a »wu« .«««•••«••"'•• •»•«>«». «»«. «..r^w ..»>*. m MorB aro several pio- 
posed restrictions, including: (1) the securities may only be distributed to aemd- 
ited investors (or other persons as determined by SEC rule or order): and GO 80 
percent of the BIDCCs securities, on a class-by-class basis, must be held V per- 
sons who '^side in or have a substantial business presence in that state.* iwloAA 
supports this provision. The requirement that the securities be distributed on^ to 
accredited investors is a helpful investor safeguard. 
• Business Development Companies, Business development companies (BDCs) are 
domestic closed-end funds that invest in small, developing and finandallv tRm- 
bled businesses, and provide managerial assistance to these companies. SactiD ns 
207 throu^ 210 of the proposed l^slation would make various diaiMS to the 
current regulation of these investment companies. In general, NA8AA mpparis 
these changes. 

Definition of elimble portfolio company. Section 206 would amend Section 
2(aX46) of the 1940 Act to expand the definition of "eligible portibHo oon^MUoy* 
to include any company that does not have total assets in excess of $4 mfllion and 
surplus (shareholder's equity less retained earnings) in excess of $2 million. It is 
suggested that such an amendment would pjermit business development con^Mi- 
nies to invest in more small businesses, thus increasing the flow of capital to sodi 
Miterprises. Whether or not this amendment actually does eiq>and in any material 
way uie definition of ''eligS>le portfolio oompan/* may be open for debate. None- 
theless, NASAA supports this provision. 

Relaxation of managerial assistance requirements. Section 207 of the legislation 
would exempt various small portfolio companies from the current reqomment 
that a BDC provide managerial assistance to their portfolio companies. The ra- 
tionale here IS that many small businesses may need financing, but not manafls- 
rial assistance and that this provision would aUow BDCs greater flexibility to m- 
vest in these companies. NASAA supports this provision. 

Acquisition of assets by BDCs. The next mt>posed chanse in the regulation of 
business development companies is found in Section 208, which wimld amend Sec- 
tion 65 of the 1940 Act to permit a business development companv to aoqudre se- 
curities of an eligible portfolio company from persons other thui toe eligible nott- 
folio companv suoject to SEC rules. Arthou^ the effect of this dumge may be to 
dOute slifi^tiy the economic development impact of a BDC, NASAA suppwis this 
change. 

Capital structure amendments. Section 209 of the proposed bill would amend 
Section 61(a) of the 1940 Act with respect to asset coverage requirementa fiur debt 
securities. The proposal here would be, in certain circumstances, to decrease the 
asset coverage requirement from the current 2(X) percent to 110 percent. Hie sec- 
tion-by-section analysis of this provision oonclud»i: The amendment would per- 
mit business development companies to be more highlv leveraged, thus aUovnng 
additional investment in small ousinesses." NASAA takes no position on this pro- 
posed change, pending further review. 

Section 209 also would amend Section 61(aX2) of the 1940 Act to oermit a busi- 
ness development companv to issue, without restriction, multiple aasses of debt 
securities. Under current law and regulations, there are fairly siibstsntial UmUa- 
tions with respect to issuing more than one dass of securities. TUs Section of the 
1940 Act is further amended to allow a business development compaqy to issue 
warrants, options and ri^ts, under certain conditions. It is hoped that audi s 
change would provide business development companies with flexibiliW in their 
capital structure. NASAA takes no position on either of these prapossi ekammss, 

improved disclosure. Section 210 of the bill would amend the Investment Com- 
pany to reouire a business development company to file with the SEC and to pro- 
vide annually to shareholders a written statement describing the risk factors i 



dated with the oompan/s capital structure. NASAA strongly supgorts this pnoi- 
sion to enhance the disclosure to investors, espedally in view of^the fact that the 
other proposed amendments included in this bill would make the capital structure 
more fiexible, and possibly more risky. 

Small Business Loan Seeuritixation and 
Secondary Market Enhancament Act 

Mr. (}hairman. Senator lyAmato, and other Members oi the Subcommittee, 
NASAA shares your interest in exploring new ways to facilitate small business cap- 
ital formation. We recognise that the proposed '^mall Business Loan SeonrttisatiMi 
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and Seoondaiy Bfarkei Enhancement Act* ia a direct outgrowth of vour intereat in 
develofring innovative approachea to getting ftinda into the handa or the amall boai- 
neaa peraona whe have Buffered under the credit crunch * The legialation you have 
introduced ia nM>deled after the "Seoondaiy Mortgage Maiicet Enhancement Act.* 
ivhidi, throng the aecuritisation oi home mortgage loana, haa been credited with 
nlayiiig a key role in maintaining a continuing fSovr of bank credit to the reaidential 
nmuiiig aector of our economy. 

Howiver, an uUUal review of thU legialation hae raised aerioua concerns uriMn 
NASAA and thereon, we rtepeetfidly suggest that consideration of thisnroposal he 
ppetaonedDending further stiuh. In admuon. Subtitle B, Sectu>n 311 of the rSmaU 
Buauieaa Cradit and Buaineaa Opportunity Enhancement Act of 1992|*' aigned into 
law on September 4, 1992. directa the SemUiy of the Treaauiy, the Director of the 
Gongreaaional Budget Office, and the Chairman of the Securities and Exdianye 
Comndaaion, in oonauhation with the Adminiatrator of the Small Buaineaa Adminia- 
tration, to conduct a atudy of the potential benefita of and legal, regulateiv, and 
niaiket4Maed barriera to, developing a aeoondaiy marxet for loana to amall buai- 
noaaea. Among the iaauea to be atudied are: 

• Ifaricet perceptions and the reaaons for the slow development of a aeoondaiy mar- 
ket for loana to amaU buaineaaes; 

• Means by whidi to standardize loan documents and underwriting for loana to 
anudl buaineaaes relating to retail and office space; 

• The probaUe effecta of me development of a aecondaiy maiket for loana to amaU 
buaineaaea on financial institutions and intermediaries, borrowera, lendera, real 
eatate maiketa, and the credit maiketa generally: 

• Legal and regulatoiy banriera that may oe impeding the development of a aeoond- 
aiy maiket for loana to amall businesses; and 

• itie riaka poaed l^ inveatmenta in loana to amall buaineaaea. 

ft is NASAA'a view that it would be premature for Conflreaa to move forward with 
the ^Small Buaineaa Loan Securitization and Secondaiy Maiket Enhancement Act* 
aboent the tvne of information to be gathered in the study referenced above. As a 
leaolty NASAA reapectfiiUjr recommenda that consideration of the propoaed '^mall 
BuaJiKBaa Loan Securitization and Secondaiy Maiket Enhancement Act* be poat- 
poaed untU Membera of thia Subcommittee and ^rour staffs have had an opportunity 
to review the report mandated under the legialation approved by Congress laat year. 

NASAA'a general concema with the legislation are aa follows: 

• THBRB abb nCPOBTANT DISTINCTIONS BETWBBN HOMB MOBTGACK LOANS AND SHALL 
BUSINBSS LOANS. Althou^ the legislation in ouestion is modeled after the Second- 
aiy Mortgage Maiket Enhancement Act^ (SmMEA), there are critical distinctions 
between the two measures. First and foremoat is the vastly different nature of the 
underiying securities. SMMEA dealt with a homogeneous underlying asset— home 
UKurtgagea. T^oae mortgagee alao oenerally are insured by quaai-govemmental 
iMOciea and have a hi^ degree ofcollateralizatMn. Small ouaineaa loana on the 
ouiar hand, have no atandard format and vaiy widely in their collateralization. 
At a minimum, the bill ahould require the regulatoiy agendea to atandardize the 
amall buaineaa loana that would be put in the package and ahould require a mini- 
mum level of collateralization. Finauy, we would point out that we now are begin- 
ning to aee aome of the potential pn^lema associated with the secondaiy mort- 
gaoa mariDet. An article m the March 1, 1993, iaaue of Forbea magazine, "Alice 
m Mortgageland," condudes: "By turning mortgages into tradeable securities, Wall 
Street made a wider pool of money available for home buyers, thus lowering the 
mortgage rates, ThcU'a gjoocL But the unintended consequence was a market of such 
compUScity that it put investors at the not so tender mercv of Wall Street houses 
. . . Thus, with deft mathematics. Wall Street and FNMA nave created a huge un- 
regulaied securities nuarket,"'^ (emphasis added) 

• TW NBBD FOB STATB PBBBM PTION HAS NOT BBBN DBMONSTTBATBD. SUte securitiiBS 

aea perform a critical function in protecting state residents from fraud and 

r in me capital maikets. Preemption of that authority robs a state of the abil- 

to protect ita citizens and should be imposed in only the most extraordinaiv 
unatancea. NASAA respectfully suggests that proponenta of the 'ISmall Buai- 
Loan Securitization and Secondaiy Maiket Enhancement Act" have not met 
the burden of proof neceaaaiy here. As is the caae under SMMEA, this proposal 
would preempt regiatration requirementa under state securities lawa for the sale 
of small busmess-related securities. Statea would be given a seven-year window 
in which to reaaaert Uieir registratfon prerogativea. 



agianci 
aouaa 



•public Law 102-366. 

«F.L. 96-440, 15 U.S.C. Section 77i^l. 

■Lama Jereski, "Alice in Mortgageland," Forbes, March 1, 1993, pp. 46-48. 
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In 1984 tMtimony befim the Hcnim Teleoommuiiicalioiii and Finance Sob- 
^'^^m^^ on the sul^ of the then-mpoeed SMMEA, NASAA rnpntrnXfOm 

> state remer' ' " 



sugBBsted that, at a miniimim, the state reaaseition pimsative be extended frm 
the proposed three years to an unlimited timeframe. While we did not get sodi 
an extension, we were suooessftil in flatting the states seven years in vddm to yd 
out" of the prBenq>tion. It is our unoerstanding that 10 states* did act wUfaintfii 



allotted time period to reassert registration authority over meitoage-ieUited 
rities. The Association fiiUy expeos that many more states woula act to 
authority over small business-related loans. While NASAA opposes aqy 
Uon of state authority in this area, if Conmss determines to move 
NASAA would recommend that the preemptaon of state authority be Umlted to 
state oversi^t of the sale oi these offeringi to institutional investors. 
Lower qbadi SBCURrms allowed undir the pbofo8BD lb(H8Lation. SMIiEA 
limited its scope to the top two investment grades. By contrast, the 'ISmall Biiii> 
- — • •- ^ ime^TActr •• 



ness Loan Securitixation and Secondaiy ICaiket Enhancement ActT would < 
its scops to include the top four investment grades. By definition, mediom gnh 
investment bonds have no assurance of faring weU in volatile economic timM. If 
Congress is determined to move forward with this legislation, it should, at a mU- 
mum, limit its scope to the two hi^iest quality investment grades and ahoaU mt 
expand down into the medium graoes. 
• The measure would suBarrruTE among service "reviews" for otatb rsvib«8. 
lliis legislation would appear to delmte governmental responsibilities to nrifite 
businesses. It is not the ftinction of a ratim| agenqr to police public ooMiip 
under regulatoiy provisions similar to those found in state and federal aecaiiMi 
laws. The function of a rating agenqr is to pass Judgement on the ability <tf tiie 
issuer to pay interest and principal when due. Tlie scope of rating agenqr levitw, 
therefore, is much more narrow than of government officials who operate i 
investor protection mandates. Unlike a flovemmental agency, rating aflenc' 
orally are devoid of any public policy oqiectives or mandates to promdm 

protection. In addition, we would point out that, over the last several , 

there have been calls from both within Congress and the Securitiea and ^■■^■y 
Commission for greater oversi|^t of theee ratings agencies. In a letter to Hooss 
Energy and Commeroe Committee John Dingell, SEC Commisaionera Ridisri 
Roberts and Maiv Shapiro observed that: 'Von^ared wUh the roU thai raAig 
agencies play in the capital markets, the Commission reoeivet rdatioefy UtHe abimt 
tHeee entities and their operaUons."^ ' NASAA rsspeetfidly suggeste thai, abamt 
increased oversight of their operations, rating agencies shoulanoi be ^ma is- 
creased regulatory power over the capital markets. 

Hie State EEperianoe 

As mentioned above, mudi of the securities regulation in the U.S. is an < 

e£fort to keep in balance the scales of Investor protectk>n* and "capital fon_^ 

With too little emphasis on investor protection, the scales may tip in favor of a rs- 
occurrence of something on the order of the multi-billion-dollar penny stodL scams 
of the 1980s. If the scale of capital formatwn is "shorted," then the innoceaa of secnii- 
ties regulation may become burdensome and costly for small businesses seeking so- 
cess to financing sources. Nowhere has this balancing act been more of a day-to- 
day fact of life than in state securities agencies, whidi are entrusted with oversseing 
both investor protectk>n and the efficient functioning oi the capital mulrata at the 
grassroots level in the United States. 

The Emergence ofSCOR 

In the wake of the adoption by Congress of the SmaU Business Investment InoeB- 
tive Act of 1980, the U j5. Securities and Exchaiun Commissk>n (SEC) defened to 
the states on oversi^t of many offeringi of $1 ndlfion or less. State aeoirities sgn- 
des responded with a variety of rules and exenqitions to assist small hnsinesssi in 
their capital formatbn efforts. From this round « innovative efibrta emaiged aa si- 
periment in Washington State, where officials at the Securities Division of the Ds- 
paitment of Licensing worked with members of the local securitiea bar to cnft a 
simplified program altovdng smaU businesses to make a public stock offering. 

Tne goal in Washington state was to develop a streamlined disdosure Qocomsnt 
that an entrepreneur armed with a basic busmess plan could complete iriUi only 



*The 10 states are Aritsnsas, Arisona, Indians, Louisiana, Maiyland, MimMsota, New Medeo^ 
Oklahoma, South Dakota and Utah. 

^As reported by Roger Fimoii. "SBC Officials Clash Over Rating Agency Regulation," 
Aimst 13, 1092 (Ewcntive News SsrvieeX 
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ttmiled profesakmal aasistanoe and other costs. (The form also was to be intelligible 
to fltloni^s and aooountants who are noi securities specialists.) The State settled 
WfOKk a sfaniilified question-and-answer docamont. Once registered, the completed 
fkm double e ae a proepeetus. This simplified disdosim process (1) greatly reduces 
assodatea with an offering, (2) sets out the basic information needed 



to conuBly with state and federal securities laws, and (3) anticipates the questions 
■out mifa posed \y individual investors, venture capitalists and investment baidL- 
moL Important sanguards have been put in place to address concerns that the 
SOOR program nu^t be abused as a vehide for firaudulent offerings. For example, 
tiM seope oi permissible SCOR offerings has been narrowed somewhat and, as a re- 
sokto famid pool offerings and penny stodks are not permitted. Likewise, SCOR is not 
I to aqy issuer who has been the subject of a range of specific law enforcement 



Tbm Washington state program* was met with immediate interest on the part of 
m§mr small issuers. The innovative program in Washington state went national in 
Anil 1M9 as the Small Corporate O&ning Reaiatration (SCOR),^<» whidi was 
aaspted aa a model for use hy the membersmp of the Nor^ American Securities 
Administrators Association.^^ 

TlMiai^ there has been less than four years of nationwide experience with SCOR, 
it afawady is apparent that this new approadi to addressing small business capital 
is catdiing on. Several states have foUowed in Washington state's root- 
, adding their own innovative twists to foster the further success of SCOR and 
' small business initiatives. Many state securities agencies are now establishing 
ia4i0iise small business assistance centers, seminar programs, and outreadi to po- 
tsatlal underwriters and nugor investors. 

Tbdqr, NASAA and its members continue to explore new ways in whidi to fadli- 
tite legttlmate smaU business capital formation under the SCOR program. For ex- 
nuale» NASAA's SmaU Business Capital Formation Committee has been diaiged 
wtth studying the feasibility of moving to a regional review system for SCOR filii^. 
Hm 0d«1 of this study is to determine whether sudi an approach would sin^li^ ue 
leview process for issuers and at the same time address eadi state's regulatoiy oon- 
oms. Also, the Pacific Stock Exchange has asked the SBC for permission to Ust 
tmaiier companies that go public through the SCOR process. While this certainly is 
la intriguing proposal, NASAA recognizes there also are potential risks here. 
HASAA Is looking at the proposal, but has not yet taken a position on this issue. 

NASAA also is pleased that the Securities and Exdiange Commission has adopted 
ihft SCOR form as an optional form for Regulatfon A fflings of $5 million or mms. 
Separately, NASAA is considering whether state-level regulations should be ad- 
jested to allow for offeringi of up to $5 millfon under the SCOR fonnat As the lab- 
««toiy of the states" brings forth additional success stories under SCOR (and o^er 
dbfto designed to encourage small business capital formation), it will be shand 
flmm^ the network of state securities regulators that NASAA conqnrises. It also 
k onr intentwn to continue to work cooperatively with the SEC to fodliUte legiti- 
■ate amall business capital formation. 

Sniall Buainaas and tfaa Capital Mailiato 

Small business is the lifeblood of the American econon^, with enterprises employ- 
ing nine or fewer workers accounting for 76 percent of all business establishments 
in the US.^' Tlie concern that has emeiged over the last several months that the 
imall busines s sector of the 1990s will not match its poweriul job-generating per- 

*The etmUts imio¥ative progrun was a recipient of the prestigions Arthur D. LitUe Exoelknoe 
in Beenemir Devdopnwnt award in 1990. 



*8CXHI is ▼arioody ref«rrad to as Form U-7 (in rBcosnition of the NASAA dedgnatkn ir 
the uadsriying nnifonn form), SCORF (Small Corporate Offering R^gistntMn Form), or ULOR 
(UafArai Umitod Ofliaring RegistrationX Individual stoteo sIm may have thdr own titios tat 



»TMHQf, the following states eithar officially or unofficially have adopted the SCOR re^^ttam- 
llsa nenm or aooapt the filing of the SCOR form in oortsin instanosi: Alaska, Ariaona, Aikan- 
las, Caffibmia, Ccteado, Connecticut, Geoigia, Idaho, Indiana, Iowa, Kansas, Kentndiy, Looisi- 
ana. Maine, Maasachnaetts, Miasiaaippi. Miiaouri, Montana, Nevada, New HampahheTNew Jar- 
B^y, Nofth CaroHna, North Dakota. Ofaia Oklahoma. Ongon, Pannv^vania, South Carolina, 
Baeeh Dakota, Tana. Varmont. Vininia. Washington. W«at Viiginia, WiBooonn and Wyomii«. 



^pap^awB ^^vs^M^eBi| AvwaBsv* waaaavaswa v saKaaasHig ▼« waaaasHwiSBas vvww v aaKaaaswif vv awiMBBaaa flUMa vV^vHIm^k* 

la addition, the states of Fkirida, imnoia. Michigan, Tannaaaaa and Utah aie in the praooaa of 
~ ^Cing or intend to adopt SCORITTNIW DBVHX)niENTB 

TheStaUofSmaUBuMineu:AIUportofthePrt9idmt,Ottobet22, 1990. pegs 74. 
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fomuuioeofthft 198(>t ^ haa ftieled a flurry of kgiiUtive and olfaar iniliMtives a^^ 
at apuning growth in thia aector. Some oi tha propoaad new programa have been 
in the area of email buaineaa financing, both fin* new stait4ip enterpriaea and ex- 
panaiona of exiating buaineeaea. 

While NASAA auon^ aupporta reaponaible and prudent inveatment-related ini- 
tiativea deai^ned to eaae snuul buaineaa capital fiirmation, we alao are aware that 
the vaat mi^rity of amall buaineaaea do not aedi equity financing in order to atait- 
up or enand their operationa. A 1991 member auivey l^ the GaUnp OrganisatioD, 
Inc., oi the membership of National Small Buaineaa United (NSBU) found that amill 
buameaa operatora rely on the foUowing aouroea of capital: ^^ « 



Percent 



Peraonal resources 

Loana from banka 

Loana from friends, relatives 

Profit^netained earnings 

Loana from S&Ls 

Otliflr (including equity) .. 



70 
37 
21 
16 
3 
thanl 



A survey of start-up capital sources for amall buaineaaea included in the Maidi 
1993 edition of ErUreprttuur reported similar findinsa: Forty-aeven percent of r^ 
spondents said they used personal capital (including noma equity loana) to finance 
their businesses; 27 percent received bank loana: and 25 percent of reapondents re- 
lied upon private sources (family, friends and others) for their funding. Thou^ eq- 
uit>r financing may not figure currently as a prominent "piece* of the amall business 
capital formation "puzzle," the question mimt be aaked: Are amall buaineaa opera- 
tors clamoring for easier access to the equity marketa? When the NSBU memben 
were asked in the same recent survey to list the "mosl important problems faeuig 
business," the small business operatore ranked their key concema aa fi>Ikiwa:^' 



Percent 



Health insurance costs/availability 

(jovemment regulations (e.g., environmental) 

Federal taxes 

Labor/payroll costs 

State/local taxes 

Competition from other small businesses 

Capital availability (all typea) 

Labor quality/education/job training 



67 
36 



32 
22 
21 
20 



Recent reports and statements from the UJS. (Chamber of Commerce, Small Busi- 
ness Administration, National Federation of Independent Buaineaaea, NSBU and 
other like-minded organizations make it clear that many small buaineaa conoeras 
about capital availability center on the restrictive lending practicea of banks. Typi- 
cal calls for action from such groups include a reinstitution of the capital gains tax 
break (at least for long-term investments), an end to any role that timt rM(ulatoiy 
controls may be playing in the "credit cronch," and liberalization of ue Sm's 7(a) 
Guaranteed Loan Prosram. 

The relatively smafl role played by the equity markets in small bnaineas finrma- 
tion and expansion is due in laige part to the inherently risky nature of audi enter- 



^See. "Feara Mount That Small-Business Sector is in a State of Permanent Retrenchment^" 
Wall Street Journal, February 14, 1992, p. B2. 

^Gallup Organization, Inc., Small Busineu Outlook and AttUudet, National SmaD 1 
United (NBBUT. 1991, pages 4 and 9. 

^The relatively low ranking of "acceaa to capital" aa a oroblem for small bnsineases is c 
ent with the findings of other earlier surveys conducted by small business organisatiaas. Find- 



ingB contained in Small Buaineu ProbUmt and PrioritieM, released in 1986 bv the Ins^tofts fer 

Enterprise Advancement (an affiliate of the National Federation of I n d e pe n osnt Bi 

vealed that as a measure of problems facing small bosineases, obtainin 

loans, obtaining short-term bunness loans, and obtaining investor (equity) 

64 and 61, respectively. Not ■urpriaingly, leading the Ust of problem 

cost of health insurance, cost and avaifability of liabihty insurance and federal 

income. 
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priaes. It is estimated that more than half of all new buaineaaes fail in the fint 
vear, and onJ|y about one out of eveiy 30 ever qualify aa long-term success stories.^* 
Venture capitalists often shun start-up businesses because they do not meet their 
growth criteria or because the founders of the companies are unwilling to relinquish 
control to outsiders. Nonetheless, access to the equities' maricets is an important 
issue for some small businesses. Until the late 1980s, sudi firms fteed considerable 
red tape under federal programs or, if a liberal state level rule or exenqstion was 
available to them, the lack of a multi-state maricetplaoe for the selling of new issues. 
It was as[ainst this backdrop that state securities agencies took action beginning in 
1988 to, in the words of one account, "cut the Goraian knot of minimizing risk in 
small-business securities while building a bridge between investor capital and caah- 
hungiy enterprises." ^^ 

Conduaion 

Mr. Chairman, Senator lyAmato, and Members of the Subcommittee, NASAA ap- 
preciates Uie opportunity to appear here to discuss an issue that state securities 
regulators know quite a bit about — facilitating small business capital formation. 
But, state securities regulators also understand periiaps better than anyone else the 
delicate balance that must be arrived at between investor protection and capital for- 
mation. NASAA and its members hope to woric closely with this Subcommittee as 
you move forward on these small business initiatives. Thank you. 

WRITTEN STATEMENT OP MATTHEW P. FINK 
President. Investment Ck)MPANY Institute 

March 4, 1993 

L Introduction 

The Investment Companv Institute^ appreciates the opportunity to present its 
views on S.479, the '^mall Business Incentive Act of 1993." We strongly sunport 
the basic objective of this bill, which is to promote capital formation for small busi- 
nesses. Small businesses play a vital role in our economv, and we support efforts 
to address the problems tney face in gaining access to adequate financm^. In this 
regard, we note that investment companies, as intermediaries, serve as a significant 
source of capital for small businesses, and that more and more funds have oeen or- 
ganized to invest primarily in securities issued by smaller companies. For example, 
as of December 1992, there were at least 57 small company growth mutual funds, 
with aggregate assets of over $19 billion. 

We have supported steps the SEC has taken during the past year to increase fiir- 
ther the ability of investment companies to provide capital to small businesses. For 
example, last March, precisely for this purpose, the SEC increased the amount of 
illiquid securities that mutual funds (other than money market funds) may hold. 
Specifically, the limit was raised from 10 percent of a fund's net assets to 15 percent 
of net assets.' 

In addition, the SEC has proposed rules and rule chants to allow the creation 
of new types of investment companies that would be permitted to offer shares that 
are redeemable on a periodic basis less frequent than daily. These Interval funds" 
would be able to invest in securities that are less liauid than those purdiased by 
tracUtional mutual funds, such as securities issued oy smaU businesses, because 
th^ would not be required to meet daily redemption requests. The Institute gen- 
erally supports the SEC's proposals to estabhsh these new types of funds. 

Our specific comments on the proposed legislation are set forth below. 



^ Small Business Capital Formation Committee^ SmaU Business Capital Formation Report, 
North American Securities Administratora Association, Januaiv 1992, page 6. 

^^ Terence M. Finan, '^mall Business Stocks Get a Boost,' United Press International (Se- 
attle), November 6, 1989 (via Newsnet database). 

^Tlie Investment Compaiw Institute is the national association of the American investment 
company industry. Its membership includes 4,006, open-end investment companies ("mutual 
ftuids*), 325 closed-end investment companies and 13 sponsors of unit investment trusts. Its mu- 
tual fund members have assets of about $1,618 trillion, accounting for approximately 96 percent 
of total industry assets, and have over 38 million individual shareholders. 

'We note that one obstacle to this favorable devdopment is presented by certain states which 
have regulations imposing stricter limiU on investments by mutual fUnds in ilHc^uid securities, 
and^or hmiting investments in "unseasoned" issuers. The Institute has been woiiang with these 
states and with the North American Securities Administrators Association to'tiy to persuade 
them to make these regulations consistent with federal law. 
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IL 8.479, Um ^nSmaU BusiMM Incentive Act* 

S.479 seeks to aoooiiq>lish its objective of promoting small business capital forma- 
tion l^ reducing regulatory burdens and costs associated with small buatnesaet' 
gaining access to financing throu^ the securities maikets. Specifically, the bQl 
would amend various provisions ofthe Investment Company Act, so that certain fi- 
nancing vehicles could provide additional capital to smaller businesses withoat be- 
coming subject to all (or, in certain cases, any) of the Investment Compaoy Acft 
requirements, and the costs and burdens sudi requirements can entail. 

A. Background: The Investment Company Act of 1940 

Investment companies are pools of securities that provide investors with benefits 
to which they otherwise do not have easy access, sucn as diversification, eoonomfces 
of scale, and professional management. The Investment Company Act was enacted 
over 50 years ago because Congress found that investment compMiies, l^ their my 
nature, presented unique investor protection concerns that are not adequately ad- 
dressed by the disclosure requirements of the Securities Act of 1933 or the oontinn- 
ing reporting and disclosure requirements of the Securities Exdiange Act of 1934.* 

Thus, Congress passed the Investment Company Act to address, among oOier 
things, the need for investors to receive adequate mformation about the nature of 
the mvestment company, the need to protect the physical integrity ofthe oonqpanys 
assets, the need to guard asainst self-dealing, the need to restrict unfair and un- 
sound capital structures ana the need to assure fair and accurate valuation dT the 
company^ securities. Accordingly, the core provisions of the Lavestment Company 
Act mipose specific, continuing disclosure and reporting requirements, reouire that 
investment compai^ assets be maintained by a separate custodian, severe^ restrict 
transactions involving persons affiliated with the investment company, impose gov- 
ernance requirem«it8 as a check on ftind mana^ment, prohibit excessive leveraging 
and require fair and accurate valuation of securities in the compan/s poitfoUo. 

These provisions remain as important today as they were when tne bivestment 
Company Act was first adopted. Moreover, tney have proved to be very effective. 
Thus, in its May 1992 report on investment conq>any regulation, the 8ECb Division 
of Investment Management stated: "Our recommendations leave unchanged the fhn- 
damental principles underlying the Investment Company Act. Their soundness is 
demonstrated by the successfuland safe operation of investment companies. Ihdsed, 
those principles are partially responsible for the remarkable success of the indns- 
tiyj* 

The Institute's comments on S.479 are premised on our view that, because ofthe 
inherent potential for abuse that the investment company structure involves and 
the proven effectiveness of the existing regulatoiy scheme, any proposal to exempt 
pooled investment vehicles from the investor protections set forth in the InvMtment 
Company Act must be approached with caution. It is against this badcgnmnd that 
we express our specific concerns with certain provisions of the proposM legislation. 

B. Specific Concerns on 8.479 

1. The "Quaufibd Purchaser" Exception 

Section 201 of S.479 would add a new Section 3(cX7) to the Investment Company 
Act. That section would except from the definition of investment company any in- 
vestment pool the securities of which are held exclusively by "qualified purdiasers,' 
as defined in Section 202 of the bill. Thus, such exempted securities pools would not 
be subject to any of the core investor protection provisions of the Investment Com- 
pany Act. Moreover, while the stated puipose of the bill is to help small businesses, 
there would be no requirements govermng the content of these pools' poit&lios. 
Thus, these unregulated pools would not be required to invest in securities issued 
by small businesses. As further discussed below, the Institute is opposed to the 
"qualified (mrdiaser^ provisk)n of the l^slation as currently drafted. 

The Institute submits that it is critical that Congress sedc to ensure that onh 
those investore who truly are capable of safeguarding their interests be ptirmittiiii 
to purdiase securities issued l^ these totally unregulated pools. The approach Ukm 
in Section 202 of S.479, which adds a new Section 2(aX6l) to the Investment Com- 
pany Act. is flawed because it does not establish an appropriate statutoiy standard. 
It instead would delegate to the SEC the authority to define who is a IquaUfisd por- 
diaser,* based on various facton including several set forth in the proposed new 
section. 



'Investment Compeiw Act of 1940 and Investment Advisen Act of 1940, a Rep. Nd 1776, 
76Ch Cong.. 3d Sees. pp. 9-10 (1940). 

^Division of Investment Msnssement, Securities and Exchange CommieBioo, Protieting /astt- 
ton: A Half Century oflnuestment Company Regulation (May 1W2) at p. sdi. 
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'nie Institute is veiy oonoemed that the broad degree of discretion granted to the 
SEC would allow the SEC to adopt a definition of Ratified purchaser^ that would 
permit the offcaring of unregulated pools of securities, including pools not investing 
in small businesses, to hundreds of thousands of investors whe cannot fend & 
themselves. In our view, this result would be wholly inappropriate. 

We recommend that a more prudent approach be followed: Congress should deter- 
mine the scope of the proposed exception by defininff "qualified purchaser^ in the 
statute. Ai^ standard servinff as the basis for a complete exemption fimn the inves- 
tor protection provisions of toe Investment Company Act should be established l^ 
the Congress and not left to agency discretion. 

Moreover, with respect to the specific standard chosen, we recommend that a 
"qualified purchaser^ oe required, at a minimum, to own and invest on a discre- 
tionaiy basis at least $100 million in securities of issuers that are not affiliated 
idiicfa that person. This minimum standard, which is based on the definition of 
^luaHfied institutional buyer^ in Rule 144A under the Securities Act of 1933, should 
result in continuing application of the orotections afforded under the Investment 
Company Act to all but the most hi^^y sophisticated investors. This standard 
would also mitigate any jpossible adverse impact that an overiy broad definition of 
"qualified purdiaser^ could have. For example, if shares of these unregulated invest- 
ment conq>anies are sold to a significantly large group of investors, anv losses re- 
sulting fiiom abuses of the type the Investment Company Act is intended to prevent 
(e^.7abusive affiliated transactions, excessive leveraging or improper viJuation of 
assets) could have a widespread negative impact on investor confidence and on the 
financial system as a whole. 

Finally, we recommend that Congress clarify that financial institutions may not 
aggregate accounts of small investors for purposes of satisfying the "qualified pur- 
chaser* standard^ as this clearly would be contraiy to the intent of proposed Section 
3(cX7). 

2. Business DBVBLOPif bnt Companies 

In 1980, Congress enacted the "Small Business Investment Incentive Act of 1980," 
idiidi amended the Investment Company Act to authorize the creation of "business 
development companies" ("BDCs"), companies whidi are not designed to be passive 
investment pools like traditional nmtual ftinds and other investment companies, but 
which instead are intended to assist in the financing of small business Dv directly 
providing capital and managerial assistance to small firms. The Report of the House 
Coonmittee on Interstate and Foreisn Commerce on Hit. 7654 (which ultimately 
was adopted as the "Small Business Investment Incentive Act of 1980") stated: 

One of the key characteristics which distinsuishes business development compa- 
nies fivm other entities that are subject to the [Investment Company] Act is the 
significant managerial assistance whidi business development companies make 
available to their portfolio companies. The Committee understands tnat business 
development companies are not operated for the purpose of making passive invest- 
ments in securities, but rather seek to provide significant guidance and counsel 
in the management and operations of the companies to which they fiimish capital, 
and to work closely with each portfolio company in establishing the portfolio com- 
pany's business objectives, policies and corporate strategy." 

In discussing the restrictions imposed on BDCs under the provisions adopted in 
1980, the Report further states that such restrictions "are designed to assure that 
companies electinff special treatment as business development companies are in fact 
those that the Bill is intended to aid--oompanie8 providing capital and assistance 
to small developing or financially troubled businesses that are sedring to expand, 
notpassive investors in large, well-established businesses."* 

Thus, while we believe tnat certain adiustments to the BDC provisions of the In- 
vestment Coiiq>aiiy Act may be useful, we are concerned about two proposed 
dian^ that would have the eflect of converting BDCs into passive investment vehi- 
des similar to traditional investment companies, directly contrary to the intent 1980 
legislation. 

(a) Purchases in Secondary Market 

First, under Section 208 or S.479, Section 55 of the Investment Company Act 

would be amended to permit BDCs to purdiase the securities of elipble portfolio 

companies from persons other than the issuer or its affiliated persons, llie Institute 

submits that aUowing BDCs to purdiase securities in the secondary market could 



* Small Business Investment Incentive Act of 1960, H. Rep. No. 96-1341, 96th Cong., 2d Sees., 
at D. 32. 
•M. at p. 23. 
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have the effect of traneforming radi entitiet into paaaive inveitmeiit pools— in ef- 
fect, the ftinctionml equivaleiit of lunall cep^ inveetment oomiMuiiee— yet exempt 
horn many of the inveitor protection provinons of the Inveitment Company Act 
The Inititute oppoeee this diange. whioi would weaken investor protection, psiticii- 
lariy since it would not fbrther the stated ooals of the legislation, in that no addi- 
tional ci^ital would be provided to the small buaineso issuer. 

The Institute does not believe that the current exemptions that BDCs eiqoy finom 
various provisions of the Investment Company Act (e^g., these co n ce r ning pricing, 
capital structure, and affiliated transactions, as well as certain specific prospectus 
disdosure requirements) can be justified from an investor protection standpoint un- 
less the BDC is performing its designated role of providing capital to smaller compa- 
nies. We note that there are other efforts underway to increase liqpiidity in the 
small business securities maiket that do not raise the same investor protection con- 
cerns and whidi the Institute generally supports. These include, for example, the 
SBCs interval funds proposal, as discussed above, and 8.384, the "i&nall Business 
Loan Securitization and Seoondaiy Msu^Mt Enhancement Act," which was recently 
introduced l^ Senator IXAmato to promote the securitisation of, and development 
of a seoondaiy market in, small business loans, 
(b) Managerial AuUtance 

Second, the Institute has concerns about Section 207 erf's. 479, whidi would relax 
the current requirement under Section 2(aX48) of the Investment Company Act that 
BDCs make available to anv eligible portfolio company significant managerial as- 
sistance. In our view, if BDCs were exempt fiiom this requirement, they would more 
closely resemble traditional investment companies than venture capital fiinds and, 
as the legislative history of the BDC provisions of the Livestment Conoqpany Act 
cited above makes clear, the justification for exempting them from, many of the In- 
vestment Company Act's investor protection provisions would disappear. 

in. Conclusion 

The Institute generally supports S.479, but recommends that certain provisions 
of ihA bill's provisions be mooilied to ensure that important investor protections pro- 
vided under the Investment Company Act will not be unnecessarily weakened. 

Specifically, the Institute urges that S.479 be amended to include a statutoiy defi- 
nition of the term "qualified purchaser." In addition, we question the proposals to 
permit BDCs to purchase securities on the seoondaiy manet and to relax the re- 
quirement that bDCs make available significant managerial assirtance to portfolio 
companies, because implementation of t£e proposed dianges would bring into ques- 
tion the special treatment afibrded to BDCs under the Investment Company Act. 
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S.384 



To inereate the acvailabilily of credit to maO bnsiiiesset by etimiiiatiiig impedi- 
UMBtt to aeeiintiiatioii and CMilitatiiig the developiMnt of a aeeondaiy 
market in amaO boaineaa loana, and fbr other porpoaes. 



IN THE SENATE OP THE UNITED STATES 

Februaby 17 (legislative day, Jaxuaby 5), 1993 
BIr. D'AUATO (for himaelf, Mr. DODD, Mr. Bryak, Mr. DOLE, Mr. BOKD, 
Bfr. Gramm, Mr. Mack, Bfr. Fjorcloth, l^Ir. Bbkkett, Mr. DOMENia, 
Mr. Shelbt, Bfr. Chafee, Mr. Nickles, Bfr. Conrad, BIr. Murkow. 
SKI, Bfr. Stevens, Bfr. Lieberman, Mr. Cohen, Mr. Pressler, Bfr. 
(Norton, Bfrs. Kassebaum, Bfr. Danforth, and Mr. Jeffords) intro- 
duced the foDowing bill; whidi was read twice and referred to the Com- 
mittee on Banking, Housing, and Urban AfEairs 



A BILL 

To increase the availability of credit to small businesses 
by eliminating impediments to securitization and facili- 
tating the development of a secondary market in small 
business loans, and for other purposes. 

1 Be it enacted by the Senate and House of Representa- 

2 tives of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act may be cited as the ''Small Business Loan 

5 Securitization and Secondary Market Enhancement Act of 

6 1993". 
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2 

1 8BC.S. SMALL BUBINnSRBLAlVDSBCURnT. 

2 (a) Definition. — Section 3(a) of the Securities Ex- 

3 change Act of 1934 (15 U.S.C. 78c(a)) is amended l^ 

4 adding at the end the foQowing new paragraph: 

5 ''(53)(A) The term 'small business related seca- 

6 rity' means a security that is rated in 1 of the 4 

7 hi^est rating categories by at least 1 nationally rec- 

8 ognized statistical rating organization, and either — 

9 "(i) represents an interest in 1 or more 

10 promissoiy notes evidencing the indebtedness of 

11 a small business and originated by an insured 

12 depository institution (as defined in section 3 of 

13 the Federal Deposit Insurance Act), credit 

14 union, insurance company, or similar institution 

15 which is supervised and examined by a Federal 

16 or State authority; or 

17 -'(ii) is secured by an interest in 1 or more 

18 promissory notes (with or without recourse to 

19 the issuer) and provides for payments of prin- 

20 cipal in relation to payments, or reasonable pro- 

21 jections of payments, on notes meeting the re- 

22 quirements of subparagraph (A). 

23 "(B) For purposes of this paragraph — 

24 "(i) an interest in a promissory note in- 

25 dudes o^vnership rights, certificates of interest 

26 or participation in such motes, and ri^ts de- 

•8SS4I8 
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1 signed to assure servicing of such notes, or the 

2 receipt or timely receipt of amounts payable 

3 under such notes; and 

4 "(ii) a smaQ business is a business that 

5 meets the criteria for a 'small business concern' 

6 established under section 3(a) of the Small 

7 Business Act.". 

8 (b) Conforming Amendment. — Section 3(a) of the 

9 Securities Exchange Act of 1934 (15 U.S.C. 78c(a)) is 

10 amended by redesignating paragraph (51) defining the 

11 term ''foreign financial regulatory authority" as para- 

12 graph (52) and inserting such paragraph after paragraph 

13 (51), defining the term "penny stocks". 

14 SEC. 3. APiaJCABILITY OF MARGIN REQUIREMENTS. 

15 Section 7(g) of the Securities Exchange Act of 1934 

16 (15 U.S.C. 78g(g)) is amended by inserting "or a small 

17 business related security" after "mortgage related secu- 

18 rity". 

19 SEC. 4. BORROWING IN THE COURSE OF business. 

20 Section 8(a) of the Securities Exchange Act of 1934 

21 (15 U.S.C. 78h(a)) is amended in the last sentence by in- 

22 serting "or a small business related security" after "mort- 

23 gage related security". 
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1 SBC. S. SMALL BUSINESS RELATED SECURITIES AS COL- 

2 LATERAL. 

3 Clause (ii) of section 11(d)(1) of the Securities Ex- 

4 change Act of 1934 (15 U.S.C. 78k(d)(l)) is amended by 

5 inserting ''or any small business related security'' after 

6 "mortgage related security". 

7 SEC. 6. INVESTMENT BY DEPOSITORY INSTITUTIONS. 

8 (a) Home Owners' Loan Act Amendment. — Sec- 

9 tion 5(c)(1) of the Home Owners' Loan Act (12 U.S.C. 

10 1464(c)(1)) is amended by adding at the end the following 

1 1 new subparagraph: 

12 "(S) S^klALL business RELATED SECURI- 

13 TIES. — ^Investments in small business related 

14 securities (as defined in section 3(a)(53) of the 

15 Securities Exchange Act of 1934), subject to 

16 such regulations as the Director may prescribe, 

17 including regulations concerning the minimum 

18 size of the issue (at the time of the initial dis- 

19 tribution) or minimum aggregate sales price, or 

20 both.". 

21 (b) Credit Unions.— Section 107(15) of the Fed- 

22 eral Credit Union Act (12 U.S.C. 1757(15)) is amended— 

23 (1) in subparagraph (A), by striking "or" at 

24 the end; 

25 (2) in subparagraph (B), by inserting "or" at 

26 the end; and 

•8 384 18 
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1 (3) by adding at the end the following new sub- 

2 paragraph: 

3 ''(C) are small business related securities 

4 (as defined in section 3(a)(53) of the Securities 

5 Exchange Act of 1934), subject to such regula- 

6 tions as the Board may prescribe, including 

7 regulations prescribing the minimum size of the 

8 issue (at the time of the initial distribution) or 

9 minimum aggregate sales price, or both;". 

10 (c) National Banking Associations. — Section 

11 5136 of the Revised Statutes (12 U.S.C. 24) is amended 

12 in the last sentence in the first fiill paragraph of para- 

13 graph Seventh by striking "or (B) are mortgage" and in- 

14 serting the following: "(B) are small business related secu- 

15 rities (as defined in section 3(a)(53) of the Securities Ex- 

16 change Act of 1934); or (C) are mortgage". 

17 SEC. 7. PREEMPTION OF STATE LAW. 

18 (a) In General.— Section 106(a)(1) of the Second- 

19 aiy Mortgage Market Enhancement Act of 1984 (15 

20 U.S.C. 77r-l(a)(l)) is amended— 

21 (1) by striking "or" at the end of subparagraph 

22 (B); 

23 (2) by redesignating subparagraph (C) as sub- 

24 paragraph (D); and 
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1 (3) by inserting after subparagraph (B) the fol- 

2 lowing new subparagraph: 

3 ''(C) smaQ business related securities (as 

4 defined in section 3(a)(53) of the Securities Ex- 

5 change Act of 1934), or". 

6 (b) Obligations op the Untied States. — Section 

7 106(a)(2) of the Secondary Mortgage Market Enhance- 

8 ment Act of 1984 (15 U.S.C. 77r^l(a)(2)) is amended— 

9 (1) by striking ''or" at the end of subparagraph 

10 (B); 

11 (2) by redesignating subparagraph (C) as sub- 

12 paragraph (D); and 

13 (3) by inserting after subparagraph (B) the fol- 

14 lowing new subparagraph: 

15 "(C) small business related securities (as 

16 defined in section 3(a)(53) of the Securities Ex- 

17 change Act of 1934), or*'. 

18 (c) Pree^^iption op State Laws. — Section 106(c) 

19 of the Secondary Mortgage Market Enhancement Act of 

20 1984 (15 U.S.C. 77i-l(c)) is amended— 

21 (1) in the first sentence, by striking "or that" 

22 and inserting ", that"; 

23 (2) by inserting '', or that are small business 

24 related securities (as defined in section 3(a)(53) of 



•8SS4I8 



Digitized by VjOOQIC 



153 

7 

1 the Securities Exchange Act of 1934)" before "shall 

2 be exempt"; and 

3 (3) by adding at the end the following new sub- 

4 section: 

5 **(d) Implementation. — 

6 "(1) Limitation. — The provisions of sub- 

7 sections (a) and (b) concerning small business relat- 

8 ed securities shall not apply with respect to a par- 

9 ticular person, trust, corporation, partnership, asso- 

10 ciation, business trust, or business entity or class 

1 1 thereof in any State that, prior to the expiration of 

12 7 years after the date of enactment of this Act, en- 

13 acts a statute that specifically refers to this section 

14 and either prohibits or provides for a more limited 

15 authority to purchase, hold, or invest in small busi- 

16 ness related securities by any person, trust, corpora- 

17 tion, partnership, association, business trust, or 

18 business entity or class thereof than is provided in 

19 such amendments. The enactment by any State of 

20 any statute of the type described in the preceding 

21 sentence shall not affect the validity of any contrac- 

22 tual commitment to purchase, hold, or invest that 

23 was made prior to such enactment, and shall not re- 

24 quire the sale or other disposition of any small busi- 
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1 ness related securities acquired prior to the date of 

2 such enactment. 

3 "(2) Enactment op state PROVisiONS.^Any 

4 State may, not later than 7 years after the date of 

5 enactment of this Act, enact a statute that specifi- 

6 cally refers to this section and requires registration 

7 or qualification of any small business related securi- 

8 ties on terms that differ from those applicable to 

9 any obligation issued by the United States.". 

10 SEC. 8. INSURED DEPOSITORY INSTITUTION CAPITAL RE- 

11 QUIREMENTS FOR TRANSFERS OF SMALL 

12 BUSINESS LOANS AND INVESTMENTS IN 

13 SMALL BUSINESS RELATED SECURTTIEa 

14 (a) Accounting Principles. — The accounting prin- 

15 ciples applicable to the transfer of a small business loan 

16 with recourse contained in reports or statements required 

17 to be filed with the appropriate Federal banking agencies 

18 by all insured depository institutions shall be uniform and 

19 consistent mth generally accepted accounting principles. 

20 (b) Capital Requirements. — The amount of cap- 

21 ital required to be maintained by an insured depository 

22 institution under applicable capital standards and other 

23 capital measures with respect to the sale of a small busi- 

24 ness loan ^vith recourse, as reported under subsection (a), 

25 shall not exceed an amount sufficient to meet the institu- 
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1 tion's reasonable estimated liability under the recourse ar- 

2 rangement. 

3 (c) iNVESTTklENTS IN SMALL BUSINESS RELATED SE- 

4 CUKITIES. — A small business related security shall be 

5 treated as a similarly rated mortgage-backed security 

6 under the risk-based capital requirement applicable to in- 

7 sured depository institutions. 

8 (d) Regulations Required. — Not later than 180 

9 days after the date of enactment of this Act, each appro- 

10 priate Federal banking .agency shall promulgate final reg- 

1 1 ulations implementing this section not later than 180 days 

12 after the date of enactment of this Act. 

13 (e) Definitions. — For purposes of this section — 

14 (1) the term "appropriate Federal banking 

15 agency" has the same meaning as in section 3 of the 

16 Federal Deposit Insurance Act; 

17 (2) the term "capital standards" has the same 

18 meaning as in section 38(c) of the Federal Deposit 

19 Insurance Act; 

20 (3) the term "insured depository institution" 

21 has the same meaning as in section 3 of the Federal 

22 Deposit Insurance Act; 

23 (4) the term "other capital measures" has the 

24 same meaning as in section 38(c) of the Federal De- 

25 posit Insurance Act; 
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1 (5) the term ''recourse" shall have the meaning 

2 given such term under generally accepted accounting 

3 principles; 

4 (6) the term ''small business" means. a business 

5 that meets the criteria for a small business concern 

6 established under section 3(a) of the Small Business 

7 Act; and 

8 (7) the term "small business related security" 

9 has the same meaning as in section 3(a)(53) of the 

10 Securities Exchange Act of 1934 (15 U.S.C. 

11 78c(a)(53). 

12 SEC. 9. TRANSACnONB IN SMALL BUSINESS RBLATED 

13 SBCURTTIES BY EMPLOYEE BENEFIT PLANS. 

14 (a) Prohibited Transaction Exe^^iption. — The 

15 Secretary of Labor, in consultation with the Secretaiy of 

16 the Treasury, shall exempt transactions involving small 

17 business related securities (as defined in section 3(a)(53) 

18 of the Securities Exchange Act of 1934 (as added by sec- 

19 tion 2 of this Act)), either unconditionally or on stated 

20 terms and conditions, from the restrictions of sections 406 

21 and 407 of the Employee Retirement Income Securi^- Act 

22 of 1974 (29 U.S.C. 1106, 1107) and the taxes imposed 

23 under section 4975 of the Internal Revenue Code of 1986 

24 (26 U.S.C. 4975). 
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1 (b) Conditions. — ^In providing for the exemption re* 

2 quired under subsection (a) the Seeretaiy of Labor shall 

3 consider — 

4 (1) the importance of facilitating transactions 

5 in small business related securities; and 

6 (2) the necessity of imposing any term or condi- 

7 tion to protect the rights and interests of partici- 

8 pants and beneficiaries of such plan. 

9 (c) Regulations. — ^Not later than 180 days after 

10 the date of enactment of this Act, the Seeretaiy of Labor 

11 shall promulgate final regulations to cany out subsection 

12 (a). 

13 SEC. 10. TAXATION OF SMALL BUSINESS LOAN INVEST- 

14 BIENT CONDUITS. 

15 (a) TAXATION Similar to REMIC— The Seeretaiy 

16 of the Treasury shall promulgate regulations providing for 

17 the taxation of a small business loan investment conduit 

18 and the holder of an interest therein similar to the tax- 

19 ation of a real estate mortgage investment conduit and 

20 the holder of interests therein under the Internal Revenue 

21 C!odeofl986. 

22 (b) Adjustment to REMIC Provisions. — ^In pro- 

23 mulgating regulations under subsection (a), the Seeretaiy 

24 shall make any necessaiy acljustments to the real estate 
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1 mortgage investment conduit provisions to take into 

2 consideration — 

3 (1) the purpose of facilitating the securitization 

4 of smaU business loans through the use of small 

5 business loan investment conduits and the develop- 

6 ment of a seoondaiy market in small business loans; 

7 (2) differences in the nature of qualifying mort- 

8 gages in a real estate mortgage investment conduit 

9 and small business loans and obligations; and 

10 (3) differences in the practices of participants 

11 in the securitization of real estate mortgages in a 

12 real estate mortgage investment conduit and the 

13 securitization of other assets. 

14 (c) Small Business Loan Investj^ient Conduft 

15 Defined. — ^For purposes of this section, the term ''small 

16 business loan investment conduit" means — 

17 (1) any entity substantially all of the assets of 

18 which consist of any obligation (including any par- 

19 ticipation or certificate of beneficial ownership there- 

20 in) of a business that meets the criteria for a small 

21 business concern established imder section 3(a) of 

22 the Small Business Act; and 

23 (2) if such obligation was originated by an in- 

24 sured depository institution (as defined in section 3 

25 of the Federal Deposit Insurance 'Act), credit union, 
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1 insurance company, or similar institution m^iich is 

2 supervised and examined by an appropriate Federal 

3 or State authority. 

o 
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103l> CONGRESS 
18TSB88I0N 



S.422 



To anieiid the Seenrities Exchange Aet of 1934 to ensure the eflSeient and 
Cur operation of the government teeurities market, in order to fyroCeet 
investors and fiieilitate government borrowing at the lowest possible cost 
to taxpi^ers, and to prevent false and misleading statements in connee- 
tion with offerings of government seenrities. 



IN THE SENATE OP THE UNITED STATES 

Februaby 24 (legislative day, Jakuart 5), 1993 
Mr. DODD (for himself; Bfr. RiEOLE, Bfr. D'AiUTO, Mr. Shelby, Mr. Kerby, 
Mr. Pbyor, and Mrs. MURRAY) introduced the following bfll; which was 
read twice and referred to the Committee on Banking, Housing, and 
Urban Affeurs 



A BILL 

To amend the Securities Exchange Act of 1934 to ensure 
the efficient and fair operation of the government securi- 
ties market, in order to protect investors and facilitate 
government borrowing at the lowest possible cost to tax- 
payers, and to prevent false and misleading statements 
in connection with offerings of government securities. 

1 Be it enacted by the Senate and House of Representee 

2 tives of the United States of America in Congress assenMed, 

3 SECTION 1. SHORT TTFLE. 

4 This Act may be cited as the ''Government Securities 

5 Act Amendments of 1993". 
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1 a&s.nN»iMQ8. 

2 The C!ongress finds that— 

3 (1) the liquid and efficient operation of the gov- 

4 emment securities maricet is essential to facilitate 

5 government borrowing at the lowest possible cost to 

6 taxpayers; 

7 (2) the flair and honest treatment of investors 

8 will strengthen the integrity and liquidity of the gov- 

9 emment securities market; 

10 (3) rules promulgated by the Secretaiy of the 

11 Treasury pursuant to the Qovemment Securities Act 

12 of 1986 have worked well to protect investors fix>m 

13 unregulated dealers and maintain the effidenqr of 

14 the government securities market; and 

15 (4) extending the authority of the Secretaiy 

16 and providing new authority will ensure the contin- 

17 ued strength of the government securities market. 

18 8BC. 8. EZimiBION OF TRBASUBY RULEMAKING AUTHOR- 

19 riY. 

20 Section 15C of the Securities Exchange Act of 1934 

21 (15 U.S.C. 78o-5) is amended by striking subsection (g). 

22 8BC.4.8ALB8PRACTICBRULEBfAXINGAUTHORriT. 

23 (a) Rules For FiNANCLOi Instftutions. — Section 

24 15C(b) of the Securities Exchange Act of 1934 (15 U.S.C. 

25 78o-5(b)) is amended — 
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1 (1) by redesignating paragrai>hs (3), (4), (5), 

2 and (6) as paragraphs (4), (5), (6), and (7), respec- 

3 tively; and 

4 (2) by inserting after paragraph (2) the follow- 

5 ing new paragraph: 

6 ''(3)(A) With respect to any financial institution that 

7 has filed notice as a government securities broker or gov- 

8 emment securities dealer or that is required to file notice 

9 under subsection (a)(1)(B), the appropriate regulatoiy 

10 agency for such government securities broker or govem- 

11 ment securities dealer may issue such rules and regula- 

12 tions with respect to transactions in government securities 

13 as may be necessaiy to prevent fi:tiudulent and manipula- 

14 tive acts and practices and to promote just and equitable 

15 principles of trade, if the Secretary has not determined 

16 that the rule or regulation, if implemented would, or as 

17 applied does — 

18 . ''(i) adversely affect the liquidity or efficienqr of 

19 the market for government securities; or 

20 "(ii) impose any burden on competition not nec- 

21 essary or appropriate in furtherance of the purposes 

22 of this section. 

23 "(B) The appropriate regulatory agency shall consult 

24 with and consider the views of the Secretary prior to ap- 

25 proving or amending a rule or regulation under this para- 
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1 graph, except where the appropriate regalatoiy agenqr de- 

2 termines that an emergenqr exists requmng expeditious 

3 and summary action and publishes its reasons therefor. 

4 If the Secretary comments in writing to the appropriate 

5 regulatoiy agency on a proposed rule or regulation that 

6 has been pubUshed for comment, the appropriate regu- 

7 latoiy agenqr shall respond in writing to such written com- 

8 ment before approving the proposed rule or regulation. 

9 "(C) In promulgating rules under this section, the ap- 

10 propriate regulatoiy agency shall consider the sufBcienqr 

11 and appropriateness of then existing laws and rules appli- 

12 cable to government securities brokers, government securi- 

13 ties dealers^ and persons associated with government secu- 

14 rities brokers and government securities dealers.". 

15 (b) Rules by Registered Securfties Associa- 

16 TIONS. — Section 15A(f)(2) of the Securities Exchange Act 

17 of 1934 (15 U.S.C. 78o-3(f)(2)) is amended— 

18 (1) by striking "and" at the end of subpara- 

19 graph (E); and 

20 (2) by striking the period at the end of sub- 

21 paragraph (F) and inserting ", and (G) ^^lth respect 

22 to transactions in government securities, to prevent 

23 fraudulent and manipulative acts and practices and 

24 to promote just and equitable principles of trade.". 
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1 (c) Oversight of Registered Securities Asso- 

2 CIATIONS. — Section 19 of the Securities Exchange Act of 

3 1934 (15 U.S.C. 78s) is amended— 

4 (1) m subsection (b), by adding at the end the 

5 following new paragraphs: 

6 ''(5) The Commission shall consult with and consider 

7 theviewsof the Secretaiyof theTreasuI7priortoapprov- 
8 ing a proposed rule filed by a registered securities associa- 
9 tion pursuant to section 15A(f)(2)(G), except where the 

10 Commission determines that an emergenqr exists requir- 

11 ing expeditious or summary action and publishes its rea- 

12 sons therefor. If the Secretary of the Treasury comments 

13 in writing to the Commission on a proposed rule that has 

14 been published for comment, the Commission shall re- 

15 spond in writing to such written comment before approv- 

16 ing the proposed rule. The Commission may approve such 

17 a rule if the Secretary of the Treasury has not determined 

18 that the rule, if implemented, would, or as applied does — 

19 "(A) adversely affect the liquidity or efficiency 

20 of the market for government securities; or 

21 "(B) impose any burden on competition not 

22 necessaiy or appropriate in ftirtherance of the pur- 

23 poses of this section. 

24 "(6) In approving rules filed by a registered securities 
23 association pursuant to section 15A(f)(2)(G), the Commis- 
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1 sion shall consider the saffieienqr and appropriateness of 

2 then existing laws and rules applicable to government se- 

3 curities brokers, government securities dealers, and per- 

4 sons associated with government securities brokers and 

5 government securities dealers."; and 

6 (2) in subsection (c), by adding at the end the 

7 following new paragraph: 

8 ''(5) With respect to rules adopted pursuant to sec- 

9 tion 15A(f)(2)(G), the Commission shall consult with and 

10 consider the views of the Secretary of the Treasury before 

11 abrogating, adding to, and deleting from such rules, ex- 

12 cept where the Commission determines that an emergency 

13 exists requiring expeditious or summary action and pub- 

14 lishes its reasons therefor.". 

15 SBC. 5. DISCLOSURE BY GOVERNBIENT SBCURTTIBS BRO- 

16 KERS AND GOVERNBIENT SECURITIES DEAL- 

17 ERS WHOSE ACCOUNTS ARE NOT INSURED BY 

18 THE SECURITIES INVESTOR PROTECTION 

19 CORPORATION. 

20 Section 15C(a) of the Securities Exchange Act of 

21 1934 (15 U.S.C. 78o-5(a)) is amended— 

22 (1) by redesignating paragraph (4) as para- 

23 graph (5); and 

24 (2) by inserting after paragraph (3) the follow- 

25 ing: 
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1 ''(4) No government securities broker or government 

2 securities dealer that is not a member of the Securities 

3 Investor Protecti(m Corporation shall effect any trans- 

4 action in any security in contravention of such rules as 

5 the Commission shall prescribe pursuant to this subsection 

6 to assure that its customers receive complete, accurate, 

7 and timely disclosure of the inapplicability of Securities 

8 Investor Protection Corporation covarage to their ac- 

9 counts.". 

10 SBC. a. TECHNICAL AMENDMENT. 

11 Section 15C(d)(2) of the Securities Exchange Act of 

12 1934 (15 U.S.C. 78(y-5(d)(2)) is amended to read as 

13 follows: 

14 ''(2) Information received by any appropriate regu- 

15 latory agenpy or the Secretary from or with respect to any 

16 government securities broker or government securities 

17 dealer or with re^)ect to any person associated with a gov- 

18 emment securities broker or a government securities deal- 

19 er may be made available by the Secretary or the recipient 

20 agency to the Commission, the Secretary, any appropriate 

21 regulatory agency, any self-regulatory organization, or any 

22 Federal Reserve bank.". 

23 SEC. 7. AMENDMENTS TO DEFINTnONS. 

24 Section 3(a) of the Securities Exchange Act of 1934 

25 (15 U.S.C. 78c(a)) is amended— 
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1 (1) in paragraph (34)(G), by amending danaes 

2 (ii), (iii), and (iv) to read as follows: 

3 ''(ii) the Board of Governors of the 

4 Federal Reserve System, in the case of a 

5 State member bank of the Federal Reserve 

6 System, a foreign bank, an uninsured 

7 State branch or State agenqr of a foreign 

8 bank, a commercial lending company 

9 owned or controlled by a foreign bank (as 

10 such terms are used in the International 

11 Banking Act of 1978), or a corporation or- 

12 ganized or having an agreement with the 

13 Board of Governors of the Federal Reserve 

14 System pursuant to section 25 or section 

15 25(a) of the Federal Reserve Act; 

16 ''(iii) the Federal Deposit Insurance 

17 C]!orporation, in the case of a bank insured 

18 by the Federal Deposit Insurance C]!orpora- 

19 tion (other than a member of the Federal 

20 Reserve System or a Federal savings bank) 

21 or an insured State branch of a foreign 

22 bank (as such terms are used in the Inter- 

23 national Banking Act of 1978); 

24 "(iv) the Director of the Office of 

25 Thrift Supervision, in the case of a savings 
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1 association (as defined in section 3(b) of 

2 the Federal Deposit Insurance Act) the de- 

3 posits of which are insured by the Federal 

4 Deposit Insurance C!orporation;"; and 

5 (2) by amending paragraph (46) to read as 

6 follows: 

7 ''(46) The term 'financial institution' means — 

8 ''(A) a bank (as defined in paragraph (6)); 

9 ''(B) a foreign bank (as such term is used 

10 in the International Banking Act of 1978); and 

11 "(C) a savings association (as defined in 

12 section 3(b) of the Federal Deposit Insurance 

13 Act) the deposits of which are insured by the 

14 Federal Deposit Insurance C]k)rporation.". 

15 SBC. S.STimY RELATING TO GOVERNMENT SBCURITIBSIN- 

16 FORBfATION. 

17 (a) In General. — The Secretaiy of the Treasuiy, 

18 the Securities and Exchange dommission, and the Board 

19 of (jk>vemors of the Federal Reserve System shall monitor 

20 and evaluate the effectiveness of private sector efforts to 

21 disseminate government securities price and volume infor- 

22 mation, and determine whether such efforts — 

23 (1) assure the prompt, accurate, reliable, and 

24 fair reporting, collection, processing, distribution, 

25 and publication of information with respect to quota- 
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1 tions f or and transactions in government securities 

2 and the fairness and useftilness of the form and con- 

3 tent of sadi information; 

4 (2) assure that all government securities infor- 

5 mation processors may, for purposes of distribution 

6 and publication, obtain on fair juid reasonable terms 

7 such information with respect to quotations for and 

8 transactions in government securitieis as is reported, 

9 collected, processed, or prepared for distribution or 

10 publication by any processor of such information (in- 

11 duding self-regulatoiy organizations) acting in an 

12 exclusive capacity; and 

13 (3) assure that all government securities bro- 

14 kers, government securities dealers, government se- 

15 curities information processors, and other appro- 

16 priate persons may obtain on terms which are not 

17 unreasonably discriminatory such information with 

18 respect to quotations for and transactions in govern- 

19 ment securities as is published or distributed. 

20 (b) Report. — A report describing any findings made 

21 under this section and any recommendations for legisla- 

22 tion shall be submitted to Congress not later than 18 

23 months after the date of enactment of this Act. 
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1 SKX tL OTIKUNGS or GCIVBUillBNT flBCUBinnL 

2 SeetJon 15(c) of the Seemities Eaohaiige Aet of 1984 

3 (15 U.S.C. 780(c)) is amended by adding at the end the 

4 following new paragraph: 

5 **(7) In connection with any bid for or purchase of 

6 a government secuity related to an offering of govem- 

7 ment secuities Iqr or <m bdialf of an issuer, no govern- 

8 ment securities broker, government securities dealer, or 

9 bidder for or purchaser of securities in such offering shall 
10 knowing^ or willftilly make any false or misleading writ- 
U ten statement or omit any feet necessaiy to make any 
12 written statement made not misleading/'. 

o 
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S.424 



To ameiid the SeeuritiM Exehange Aet of 1934 with retpeet to limited 
ptttnenh^ roUupB. 



IN THE SENATE OP THE UNITED STATES 

Fbbbdaby 24 (legislative day, Jakuaby 5), 1993 
Mr. DODD (Ibr himaelf; Mr. RiBOLB, Mr. lyAliATO, Mr. Sabbakbb, Mr. 
Bond, Mr. Sasser, Mr. Shelby, Mr. Kbbby, Mr. Bbyak, Mr. Doiibk- 
Kx, Mrs. BoxBE, Mrs. Murray, Ma. Mixxtlsd, Mr. Robe, Mr. Leahy, 
Mr. IKOUYE, Mr. SmOK, Mr. Kerrey, Mr. Levik, Mr. Holldcos, Mr. 
Harizk, Mr. Akaka, Mr. Lautekbero, Mr. Bradley, Mr. Jepform, 
Mr. Pbtor, Mr. KOHL, Mr. Oraham, Mr. Cokrad, Mr. Borek, Mr. 
Bdcoamak, and Mr. Wofford) introdneed the foUoiring hill; whidi was 
read twiee and refenned* to the Committee on Banking; Housing and 
Urban Afhirs 



A BILL 

To amend the Securities Exchange Act of 1934 with respect 
to limited partnership roUups. 

1 Beit enacted hy the Senate and House of Representa- 

2 tives of the United States of America in Congress assernbled, 

3 SECTION 1. SHOBT TTTLE. 

4 This Act may be cited as the ''Limited Partnership 

5 Rollup Reform Act of 1993". 
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1 SBC. 1. REVISION OF PBmnr SOUCITATION RULES WITH 

2 RESnBCT TO LDfTTED PARTNERSHIP ROLLUP 

3 TRANSACnONa 

4 (a) Amendbient. — Section 14 of the Secarities and 

5 Exchange Act of 1934 (15 U.S.C. 78n) is amended by 

6 adding at the end the following new sobsection: 

7 ''(h) Proxy Soucitations and Tender Offers 

8 IN CoNNEcnoN With Limited Partnership Bollup 

9 Transactions. — 

10 ''(1) Proxy rules to contain special pro- 

11 VISIONS. — ^It shall be unlawfiil for any person to so- 

12 licit any proxy, consent, or authorization concerning 

13 a limited partnership roUup transaction, or to make 

14 any tender offer in furtherance of a limited partner- 

15 ship rollup transaction, unless such transaction is 

16 conducted in accordance with rules prescribed by the 

17 dommission under sections 14(a) and 14(d), as re- 

18 quired by this subsection. Such rules shall — 

19 "(A) permit any holder of a security that 

20 is the subject of the proposed limited partner- 

21 ship rollup transaction to engage in preliminary 

22 communications for the purposes of determining 

23 whether to solicit proxies, consents, or author- 

24 izations in opposition to the proposed trans- 

25 action, without regard to whether any such 

26 communication would otherwise be considered a 
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1 solicitation of proxies, and without being re- 

2 quired to file soliciting material with the Com- 

3 mission prior to making that determination, esr 

4 cept that nothing in this subparagraph shall be 

5 construed to limit the application of any provi- 

6 sion of this title prohibiting, or reasonably de- 

7 signed to prevent, firaudulent, deceptive, or ma- 

8 nipulative acts or practices under this title; 

9 '^(B) require the issuer to provide to hold- 

10 ers of the securities that are the subject of the 

11 transaction such list of the holders of the issu- 

12 er's securities as the Commission may deter- 

13 mine in such form and subject to such terms 

14 and conditions as the Commission may specify; 

15 "(C) prohibit compensating any person so- 

16 liciting proxies, consents, or authorizations di- 

17 rectly firom security holders concerning such a 

18 transaction — 

19 "(i) on the basis of whether the solic- 

20 ited proxies, consents, or authorizations ei- 

21 ther approve or disapprove the proposed 

22 transaction; or 

23 "(ii) contingent on the transaction's 

24 approval, disapproval, or completion; 
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1 ''(D) set forth disclosure requirements fbr 

2 soliciting material distributed in connection 

3 with a limited partnership rollup transaction, 

4 . including requirements for clear, concise, and 

5 comprehensible disclosure, with respect to— 

6 ''(i) any changes in the busmess plan, 

7 voting rights, Torm of ownership interest or 

8 the general partner's compensation in the 

9 proposed limited partnership rollup trans- 

10 action from each of the original limited 

11 partnerships; 

12 ''(ii) the conflicts of interest, if any, of 

13 the general partner; 

14 ''(iii) whether it is expected that there 

15 will be a significant difference between the 

16 exchange values of the limited partnerships 

17 and the trading price of the securities to 

18 be issued in the limited partnership rollup 

19 transaction; 

20 ''(iv) the valuation of the limited part- 

21 nerships and the method used to determine 

22 the value of limited partners' interests to 

23 be exchanged for the securities in the lim- 

24 ited partnership rollup transaction; 
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1 'Hv) the dififering risks and effects of 

2 the transaction for investors in different 

3 limited partnerships proposed to be in- 

4 eluded, and the risks and effects of com- 

5 pleting the transaction with less than all 

6 limited partnerships; 

7 'Hvi) a statement by the general part- 

8 ner as to whether the proposed limited 

9 partnership roUup transaction is fair or 

10 unfair to investors in each limited partner- 

1 1 ship, a discussion of the basis for that con- 

12 elusion, and the general partner's evalua- 

13 tion, and a description, of alternatives to 

14 the limited partnership roUup transaction, 

15 such as liquidation; 

16 ''(vii) any opinion (other than an 

17 opinion of counsel), appraisal, or report re- 

18 ceived by the general partner or sponsor 

19 that is prepared by an outside party and 

20 that is materially related to the limited 

21 partnership roUup transaction and the 

22 identity and qualifications of the party who 

23 prepared the opinion, appraisal, or report, 

24 the method of selection of such party, ma- 

25 terial past, existing, or contemplated rela- 
ys 4S4 is 
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1 tionships between the party, or any of its 

2 affiliates and the general partner, sponsor, 

3 successor, or any other affiliate, oompensa- 

4 tion arrangements, and the basis for ren- 

5 dering and methods used in developing the 

6 opinion, appraisal, or report; and 

7 "(viii) sudi other matters deemed nec- 

8 essary or appropriate l^ the Commission; 

9 ''(E) provide that any solicitation or offer- 

10 ing period with respect to any proxy solicita- 

11 tion, tender offer, or information statement in 

12 a limited partnership rollup transaction shall be 

13 for not less than the lesser of 60 calendar days 

14 or the maximum number of days permitted 

15 under applicable State law; and 

16 ''(F) contain such other provisions as the 

17 Commission determines to be necessary or ap- 

18 propriate for the protection of investors in lim- 

19 ited partnership rollup transactions. 

20 The disclosure requirements under subparagraph 

21 (D) shall also require that the soliciting material in- 

22 elude a clear and concise summary of the limited 

23 partnership rollup transaction (including a summaiy 

24 of the matters referred to in clauses (i) through (vii) 

25 of that subparagraph) ^vith the risks of the limited 
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1 partnership roDap transaction set forth prominentljr 

2 in the fore part thereof! 

3 "(2) ExEBfPnONS. — ^The Commission may, oon- 

4 sistent with the public interest, the protection of in- 

5 vestors, and the purposes of this title, exempt fay 

6 role or order way seenrily or dass of securities, axsy 

7 transaction or dass of transactions, or any person or 

8 dass of persons, in whole or in part, conditionally or 

9 unconditionally, from the requirements imposed pnr- 

10 suant to paragraph (1) or, frt)m the definition con- 

11 tained in paragraph (4). 

12 "(3) Effect on coboossion authority. — 

13 Nothing in this subsection limits the authority of the 

14 Commission under subsection (a) or (d) or any other 

15 provision of this title or predudes the Commission 

16 frt)m imposdng, under subsection (a) or (d) or any 

17 other provision of this title, a remedy or procedure 

18 required to be imposed under this subsection. 

19 ''(4) Definition. — As used in this subsection 

20 the term 'limited partnership roUup transaction' 

21 means a transaction involving — 

22 ''(A) the combination or reorganization of 

23 limited partnerships, directly or indirectly, in 

24 which some or all investors in the limited part- 
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1 nenhipt receive new aeeorities or seeuritiat in 

2 another entity, other than a tranaaetion — 

3 "(i) in which— 

4 *'{I) the investors' limited part- 

5 nership secorities wee reported under 

6 a transaction reporting plan declared 

7 effective before Jannaiy 1, 1991, by 

8 the Commission under section llA; 

9 and 

10 "(n) the investors receive new 

11 securities or securities in another en- 

12 tity that are reported under a trans- 

13 action reporting plan declared effbo- 

14 tive before Januaiy 1, 1991, by the 

15 C!ommission under section llA; 

16 "(ii) involving mfy issuers that are 

17 not required to register or report under 

18 section 12 both before and after the trans- 

19 action; 

20 "(iii) in which the securities to be is- 

21 sued or exchanged are not required to be 

22 and are not registered under the Securities 

23 Act of 1933; 

24 "(iv) which will result in no signifi- 

25 cant adverse change to investors in way of 
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1 the limited partnerships with respect to 

2 voting rights, the term of existence of the 

3 entity, management compensation, or in- 

4 vestment obgectives; or 

5 "(y) where each investor is provided 

6 an option to receive or retain a security 

7 under substantial^ the same terms and 

8 conditions as the original issue; or 

9 ''(B) the reorganization of a single limited 

10 partnership in which some or all investors in 

11 the limited partnership receive new securities or 

12 securities in another entity, and — 

13 "(i) transactions in the security issued 

14 are reported under a transaction reporting 

15 plan declared effective before Januaiy 1, 

16 1991, l^ the Commission under section 

17 llA; 

18 ''(ii) the investors' limited partnership 

19 securities are not reported under a trans- 

20 action reporting plan declared effective be- 

21 fore Januaiy 1, 1991, by the Commission 

22 under section 11 A; 

23 ''(iii) the issuer is required to register 

24 or report under section 12, both before and 

25 after the transaction, or the securities to 
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1 be issued or eicchanged are required to be 

2 or are registered under the Securities Act 

3 of 1933; 

4 "(iv) there are significant adverse 

5 changes to security holders in voting 

6 rights, the term of existence of the entity, 

7 management compensation, or investment 

8 objectives; and 

9 "(v) investors are not provided an op- 

10 tion to receive or retain a security under 

11 substantially the same terms and condi- 

12 tions as the original issue. 

13 "(5) Exclusion. — ^For purposes of this sub- 
,14 section, a limited partnership roUup transaction does 

15 not include a transaction that involves only a limited 

16 partnership or partnerships having an operating pol- 

17 icy or practice of retaining cash available for dis- 

18 tribution and reinvesting proceeds from the sale, fi- 

19 nancing, or refinancing of assets in accordance with 

20 such criteria as the Commission determines appro- 

21 priate.". 

22 (b) Schedule for Regulations. — ^The Securities 

23 and Exchange Commission shall, not later than 12 months 

24 after the date of enactment of this Act, conduct rule- 

25 making proceedings and prescribe final regulations under 
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1 the Securities Act of 1933 and the Securities Exchange 

2 Act of 1934 to implement the requirements of section 

3 14(h) of the Securities Exchange Act of 1934, as amended 

4 fay subsection (a). 

5 8BC 8. BULBS OF FAIB FBACTIGB IN BOLLUP TBAN8- 

6 AcnoNa 

7 (a) Bbqistered Securities Association Rule.— 

8 Section 15A(b) of the Securities Exchange Act of 1934 

9 (15 U.S.C. 78o-3(b)) is amended by adding at the end 

10 the following new paragraph: 

11 ''(12) The rules of the association to promote 

12 just and equitable principles of trade, as required by 

13 paragraph (6), include rules to prevent members of 

14 the association from participating in any limited 

15 partnership roUup transaction (as such term is de* 

16 fined in paragraphs (4) and (5) of section 14(h)) un- 

17 less such transaction was conducted in accordance 

18 with procedures designed to protect the rights of 

19 limited partners, including — 

20 "(A) the rig^it of dissenting limited part- 

21 ners to an appraisal and compensation or other 

22 rights designed to protect dissenting limited 

23 partners; 

24 ''(B) the rig^t not to have their voting 

25 power unfairiy reduced or abridged; 
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1 **{C) the right not to bear an on&ur por- 

2 tkm of the costs of a proposed roUup tr^ns- 

3 action that is rgected; and 

4 "(D) restrictions on the conversion of oon- 

5 tingent interests or fees into non-contingent in- 

6 terests or fees and restrictions on the receipt of 

7 a non-contingent equity interest in exchange for 

8 fees for services which have not yet been pro- 

9 vided. 

10 As used in this paragraph, the term 'dissenting lim- 

11 ited partner* means a holder of a beneficial interest 

12 in a limited partnership that is the subject of a lim- 

13 ited partnership roUup transaction who casts a vote 

14 against the transaction and complies with proce- 

15 dures established by the association, except that for 

16 purposes of an exchange or tender offer, such term 

17 means any person who files an objection in writing 

18 under the rules of the association during the period 

19 in which the offer is outstanding and complies with 

20 such other procedures established by the associa- 

21 tion.". 

22 (b) Listing Standards op National Securities 

23 Exchanges. — Section 6(b) of the Securities Exchange 

24 Act of 1934 (15 U.S.C. 78f(b)) is amended by adding at 

25 the end the foUowng: 
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1 'H9) The roles of the exchange prohibit the list- 

2 ing of aiQT aeeorily issued in a limited partnership 

3 rollup transaction (as sach term is defined in para- 

4 grapte (4) 1^ (S) of section 14(h)), unless such 

5 transaction was oondacted in accordance with proee- 

6 dares designed to protect the rights of limited part- 

7 ners, includinff— 

8 ''(A) the right of dissenting Umited part- 

9 ners to an appraisal and compensation or other 

10 rights designed to protect dissenting limited 

11 partners; 

12 ''(B) the right not to have their voting 

13 power unfairly reduced or abridged; 

14 "(C) the right not to bear an unfedr por- 

15 tion of the costs of a proposed rollup trans- 

16 action that is r^ected; and 

17 "(D) restrictions on the conversion of con- 

18 tingent interests or fees into non-contingent in- 

19 terests or fees and restrictions on the receipt of 

20 a non-contingent equity interest in exchange for 

21 fees for services which have not yet been pro- 

22 vided. 

23 As used in this paragraph, the term 'dissenting lim- 

24 ited partner' means a holder of a l)encficial interest 

25 in a limited pai*tiici*ship that is the subject of a lim- 
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1 ited partnership transaction who casts a vote against 

2 the transaction and complies with procedures estab- 

3 lished by the exchange, except that for purposes of 

4 an exchange or tender offer, such term means any 

5 person who files an obgection in writing under the 

6 rules of the exchange during the period in which the 

7 offer is outstanding.". 

8 (c) Standards for Automated Quotation Sys- 

9 TEMS. — Section 15A(b) of the Securities Exchange Act of 

10 1934 (15 U.S.C. 78o-3(b)) is amended by adding at the 

1 1 end the following new paragraph: 

12 'H13) The rules of the association prohibit the 

13 authorization for quotation on an automated 

14 interdealer quotation system sponsored by the asso- 

15 ciation of any security designated by the Clommis- 

16 sion as a national market SQ^tem security resulting 

17 from a limited partnership roUup transaction (as 

18 such term is defined in paragraphs (4) and (5) of 

19 section 14(h)), unless such transaction was con- 

20 ducted in accordance with procedures designed to 

21 protect the rights of limited partners, including — 

22 ''(A) the right of dissenting limited part- 

23 ners to an appraisal and compensation or other 

24 rights designed to protect dissenting limited 

25 partners; 
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1 "(B) the rig^t not to have their voting 

2 power unfairly reduced or abridged; 

3 "(C) the rig^t not to bear an unfair por- 

4 tion of the costs of a proposed rollup trans- 

5 action that is rejected; and 

6 "(D) restrictions on the conversion of con- 

7 tingent interests or fees into non-contingent in- 

8 terests or fees and restrictions on the receipt of 

9 a non-contingent equity interest in exchange for 

10 fees for services which have not yet been pro- 

1 1 vided. 

12 As used in this paragraph, the term ^dissenting lim- 

13 ited partner' means a holder of a beneficial interest 

14 in a limited partnership that is the subject of a lim- 

15 ited partnership transaction who casts a vote against 

16 the transaction and complies with procedures estab- 

17 lished by the association, except that for purposes of 

18 an exchange or tender offer such term means any 

19 person who files an objection in ^vriting under the 

20 rules of the association during the period during 

21 which the offer is outstanding.". 

22 (d) Effect on Existing Authority. — The amend- 

23 ments made by this section shall not limit the authority 

24 of the Securities and Exchange Commission, a registered 

25 securities association, or a national securities exchange 
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1 under wasy provision of the Securities Exchange Aet of 

2 1934, or preehide the Commission or such association or 

3 exchange from imposing, under any other such provision^ 

4 a reme<i^ or procedure required to be imposed under such 

5 amendments. 

6 (e) Effectivb Date. — ^The amendments made by 

7 this section shall become effective 18 months after the 
t date of enactment of this Act 

o 
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To amend the Seenrities Aet of 1933 and the Lnveatnient ComiMngr Aet 
of 1940 to promote eaiMtal fbrmation fiNr maU baanMiaea and olhera 
through exempted oflMiga wider the Seenntiea Aet and throofl^ inveat^ 
ment poola that are excepted or exempted fttmi resalalkm mider the 
Inveatment Company Aet of 1940 and through bnaineaa development 
oompaniea. 



IN THE SENATE OF THE UNITED STATES 

Mabch 2 (legislative day, January 5), 1993 
Mr. DODD (for himself; Mr. RiEOLE, Mr. D'AllATO, Mr. Kerbt, Mr. Brtak, 
lb. Mack, and Mr. DOMBNia) introdooed the fbllowing bOl; which ivas 
read twice and referred to the Committee on Banking, Housing, and 
Urban AfEiurs 



A BILL 

To amend the Securities Act of 1933 and the Investment 
Company Act of 1940 to promote capital formation for 
small businesses and others through exempted offerings 
under the Securities Act and through investment pools 
that are excepted or exempted from regulation under 
the Investment Company Act of 1940 and throu^ busi- 
ness development companies. 

1 Be it enacted by the Senate and House of Representee 

2 tives of the United States of America in Congress assembled, 
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1 SECTION 1. SHORT TITLB. 

2 This Act may be cited as the "Small Business Incen- 

3 tiveActofl993". 

4 TITLE I— AMENDMENT TO THE 

5 SECURITIES ACT OF 1933 

6 SBC. 101. EXEBIPTED SECURiriBS. 

7 Section 3(b) of the Securities Act of 1933 (15 U.S.C. 

8 77c(b)) is amended by striking "$5,000,000" and insert- 

9 ing "$10,000,000". 

10 TITLE n— AMENDMENTS TO THE 

11 INVESTMENT COMPANY ACT 

12 OF 1940 

13 SEC. 201. EXCLUSIONS FROM THE DEFENITION OF INVEST- 

14 MENT COMPANY. 

15 Section 3(c) of the Investment Company Act of 1940 

16 (15 U.S.C. 80a-3(c)) is amended— 

17 (1) In paragraph (1) by adding after the first 

18 sentence the following new sentence: "Such issuer 

19 shall be deemed to be an investment company for 

20 purposes of the limitations set forth in subpara- 

21 graphs (A)(i) and (B)(i) of section 12(d)(1) govem- 

22 ing the purchase or other acquisition by such issuer 

23 of any security issued by a registered investment 

24 company and the sale of any security issued by a 

25 registered open-end investment company to any such 

26 issuer."; 
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1 (2) In paragraph (1)(A) — 

2 (A) by inserting after "issuer," the first 

3 place it appears "and the company is or, but 

4 for the exceptions set forth in this paragraph 

5 and paragraph (7), would be an investment 

6 company,"; 

7 (B) by striking "paper) unless as of the 

8 date" and all that follows through the end of 

9 subparagraph (A) and inserting the following: 

10 "paper)."; 

11 (3) by amending paragraph (7) to read as fol- 

12 lows: 

13 "(7) Any issuer whose outstanding securities 

14 are owned exclusively by persons who, at the time of 

15 acquisition of such securities, are qualified pur- 

16 chasers, except that such issuer shall be deemed to 

17 be an investment company for purposes of the limi- 

18 tations set forth in subparagraphs (A)(i) and (B)(i) 

19 of section 12(d)(1) governing the purchase or other 

20 acquisition by such issuer of any security issued by 

21 a registered investment company and the sale of any 

22 security issued by a registered open-end investment 

23 company to any such issuer.". 
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1 SBC. 202. DEFINrnON OF QUALIFIED PUBCHASEB. 

2 Section 2(a) of the Investment Company Act of 1940 

3 (15 U.S.C. 80a-2(a)) is amended l^ adding at the end 

4 the following new paragraph: 

5 ''(51) 'Qualified purchaser' means any person 

6 whom the Commission, by rule or regulation, has de- 

7 termined does not need the protections of this title. 

8 The C!ommission's determination shall include oon- 

9 sideration of a person's — 

10 "(A) financial sophistication; 

11 "(B) net worth; 

12 "(C) knowledge of and e3q)erience in finan- 

13 cial matters; 

14 "(D) amount of assets owned or under 

15 management; 

16 "(E) relationship with an issuer; or 

17 "(F) such other factors as the Commission 

18 may determine to be consistent with the pur- 

19 poses of this paragraph.". 

20 SEC. 203. DEFINrnON OF INVESTBIENT SECURITIES. 

21 Section 3(a) of the Investment Company Act of 1940 

22 (15 U.S.C. 80a-3(a)) is amended in the last sentence l^ 

23 striking subparagraph (C) and inserting the following: 

24 "(C) securities issued by any mtgority-owned subsidiaiy 

25 of the o\viier, unless such subsidiary is an investment com- 

26 pany or is excliuled from the definition of an investment 
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1 company solely by viitae of paragraph (1) or (7) of section 

2 3(c).". 

3 SSa SDi. EZBBIPTEON FOR BUSINSSS AND INDUSTBIAL OB- 

4 VKLOPMBNTCOlfPANIBa 

5 Sedion 6(a) of the Investment Company Act of 1940 

6 (15 U.S.C. 80ar-6(a)) is amended by adding at the end 

7 the following new paragraph: 

8 "(5)(A) Any company that is not engaged in 

9 the business of issuing redeemable securities, the op- 

10 erations of yAnoh are subgect to regulation by the 

11 State in which it is organized under a statute gov- 

12 eming entities that provide financial or managerial 

13 assistance to enterprises doing business, or propos- 

14 ing to do business, primarily in that State if — 

15 "(i) the organizational documents of such 

16 company state that the purpose of the company 

17 is limited to providing financial or managerial 

18 assistance to enterprises doing business, or pro- 

19 posing to do business, primarily in that State; 

20 "(ii) immediately following each sale of the 

21 securities of such company by the company or 

22 any underwriter for the company, not less than 

23 80 percent of the company's securities being of- 

24 fered in such sale, on a class-by-class basis, are 
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1 held by Arsons who reside or havid a sabetan- 

2 tial business presence in that State; 

3 "(iii) the securities of such company ari 

4 sold, or proposed to be sold, by the company or 

5 any underwriter for the company, solely to ac- 

6 credited investors, as defined in section 2(15) of 

7 the Securities Act of 1933, or to such other 

8 persons that the Commission, as necessaiy or 

9 appropriate in the public interest and consistent 

10 with the protection of investors, may permit hy 

11 rule, regulation, or order; and 

12 ''(iv) the company does not purchase any 

13 security issued by an investment company, as 

14 defined in section 3, or by any company that 

15 would be an investment company except for the 

16 exclusions fix)m the definition of investment 

17 company in section 3(c), other than — 

18 "(I) any security that is rated invest- 

19 ment grade by at least 1 nationally recog- 

20 nized statistical rating organization; or 

21 "(n) any security issued by a reg- 

22 istered open-end investment company that 

23 is required by its investment policies to in- 

24 vest at least 65 percent of its total assets 

25 in securities described in subclause (I) or 
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1 securities that are determined by sach reg^ 

2 istered open-end investment company to be 

3 comparable in quality to securities de- 

4 scribed in subclause (I). 

5 *\B) Notwithstanding the exnnption provided 

6 in this paragraph, the provisions of section 9 (and, 

7 to the extent necessaiy to enforce such provisions, 

8 sections 38 through 51) of this title shall apply to 

9 a company described in this paragraph as if the 

10 company were an investment company registered 

1 1 under this title. 

12 "(C) Any company proposing to rely on the ex- 

13 emption provided in this paragraph shall file with 

14 the Commission a notification stating that it intends 

15 to do so, in such form and manner as the Commis- 

16 sion may by rule prescribe. 

17 "(D) Any company meeting the requirements of 

18 this paragraph may rely on the exemption provided 

19 herein immediately upon filing with the Commission 

20 the notification required by subparagraph (C), un- 

21 less the Commission determines by order that such 

22 company's reliance is not in the public interest or 

23 consistent with the protection of investors. 

24 "(E) The exemption provided pursuant to this 

25 paragraph may be subject to such additional terms 
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1 and oonditioiis as the Commission may by role, reg^ 

2 alation, or order determine are necessary or appro- 

3 priate in the pablic interest or for the protection of 

4 investors.'\ 

5 8BC. SOS. IMnSApflTATB GLOSBD-BND mVEffnOSm COM. 

6 PANYEZBilPnOR 

7 Section 6(d)(1) of the Investment Company Act of 

8 1940 (15 U.S.C. 80a^(d)(l)) is amended by striking 

9 ''$100,000" and inserting ''$10,000,000, or sach other 

10 amount as the Commission may set by rule, regulation, 

11 or order". 

12 8BC. lOS. DBFINinON OF VUGIBLB PORTFOUO COMPANY. 

13 Section 2(a)(46)(C) of the Investment Company Act 

14 of 1940 (15 U.S.C. 80a-2(a)(46)(C)) is amended— 

15 (1) in clause (ii), by striking "or" at the end; 

16 (2) by redesignating clause (iii) as clause (iv); 

17 and 

18 (3) by inserting after clause (ii) the following: 

19 "(iii) it has total assets of not more 

20 than $4,000,000, and capital and surpfais 

21 (shareholders equity less retained earnings) 

22 in excess of $2,000,000, except that the 

23 Commission may adjust such amounts by 

24 rule, regulation, or order to reflect changes 
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1 in 1 or more generally accepted indices or 

2 other indicators for small businesses; or*'. 

3 SBC. 107. DBFINinON OF BUSINESS DEVELOFMBNT COM- 

4 PANY. 

5 Section 2(a)(48)(B) of the Investment C!ompany Act 

6 of 1940 (15 U.S.C. 80a--2(a)(48)(B)) is amended by in- 

7 serting before the semicolon at the end the following: 

8 ": And provided fiirther, That a business development 

9 company need not make available significant managerial 

10 assistance with respect to any company described in sec- 

11 tion 55(a)(7) or with respect to any other company that 

12 meets such criteria as the C!ommission may by rule, regu- 

13 lation, or order permit, as consistent with the public inter* 

14 est, the protection of investors, and the purposes fiftirly in- 

15 tended by the poliqr and provisions of this title". 

16 SBC. 206. ACqUISrnON OF ASSETS BY BUSINBSS I»:VBLOP- 

17 BfENTCOMPANIBa 

18 Section 55(a) of the Investment Company Act of 

19 1940 (15 U.S.C.80a-54(a)) is amended— 

20 (1) by striking "(7)" the first 2 times such fig- 

21 ure appears and inserting "(8)"; 

22 (2) by striking "(6)" the first time such figure 

23 appears and inserting "(7)"; 

24 (3) in subparagraph (1)(A)— 
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1 (A) by striking '\ or from any person'' and 

2 inserting '\ from any person"; and 

3 (B) by inserting before the semicolon ", or 

4 from any other person, subgect to such rules 

5 and regulations as the Commission may pre- 

6 scribe as necessary or appropriate in the public 

7 interest or for the protection of investors"; 

8 (4) in paragraph (6), by striking "and" at the 

9 end; 

10 (5) by redesignating paragraph (7) as para- 

11 graph (8); and 

12 (6) by inserting after paragraph (6) the foUow- 

13 ing new paragraph: 

14 "(7) securities of any eligible portfolio company 

15 with respect to which the business development com- 

16 pany satisfies the requirements of section 

17 2(a)(46)(C)(iii); and". 

18 SEC. 2(». CAPriAL STRUCTURE AMENDMENTa 

19 Section 61(a) of the Investment Company Act of 

20 1940 (15 U.S.C. 80a-60(a)) is amended— 

21 (1) by striking paragraph (1) and inserting the 

22 following: 

23 **(1)(A) The asset coverage requirements of 

24 subparagraphs (A) and (B) of section 18(a)(1) ap- 
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1 plicable to basinesd development companies shall be 

2 200 percent. 

3 ''(B) Notwithstanding sabsection (a)(1)(A) of 

4 this section and sabparagraphs (A) and (B) of see- 

5 tion 18(a)(2), a business development company may 

6 have an asset coverage of at least 110 percent, if, 

7 immediately before the issuance or sale of senior se- 

8 curities, it has — 

9 ''(i) total interest and dividend income for 

10 the 12 months preceding sach issuance or sale 

11 that exceeds 120 percent of the sum of its total 

12 expenses (induding taxes and interest eiqpenses 

13 accrued) and dividends declared on senior secu- 

14 rities for that 12-month period; and 

15 "(u) either— 

16 "(I) an average of not less than 50 

17 percent of its assets invested in securities 

18 described in paragraphs (1) through (5) of 

19 section 55(a) throughout the preceding 12- 

20 month period; or 

21 ''(11) not less than 50 percent of its 

22 \ assets invested in securities described in 

23 paragraphs (1) through (5) of section 

24 55(a) throughout 10 months of the preced- 

25 ing 12-month period. 
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1 ^^(C) It shall be unlawftil for any busiiiess devd- 

2 opment company to issue any class of senior security 

3 representing indebtedness, or to sdl any such seeu- 

4 rily pursuant to subsection (a)(1)(B) of this section, 

5 unless provision is made to pnrfiibit the declaration 

6 of any dividend (escoept a dividend payable in stock 

7 of the issuer), or the declaration of any other dis- 

8 tribution upon any class of the capital stock of such 

9 business development company, or the purchase of 

10 any such capital stock, unless, in eveiy such case — 

11 '^(i) such class of senior securities has, at 

12 the time of the declaration of any such dividend 

13 or distribution or at the time of any such pur- 

14 chase, an asset coverage of not less than 110 

15 percent after deducting the amount of such div- 

16 idend, distribution, or purchase price as the 

17 case may be; and 

18 "(ii) the business development company 

19 complies with subparagraph (B)(i) except with 

20 respect to any amounts that are required to be 

21 distributed to maintain the company's status as 

22 a regulated investment company under the In- 

23 temal Revenue Code of 1986. 

24 ''(D) It shall be unla%vful for any busmess de- 

25 velopment company to issue any class of senior s€fbu- 
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1 rily representing stock, or to sell any such seeorUy 

2 porsoant to subsection (a)(1)(B) of this section, nn- 

3 less provision is made to prohibit the declaration of 

4 any dividend (escoept a dividend payable in commcm 

5 stock of the issaor), or the declaration of any other 

6 distribution, upon the common stock of such bnsi- 

7 ness development company, or the purchase of any 

8 such common stock, unless, in eveiy such case — 

9 ''(i) such class of senior securities has, at 

10 the time of the declaration of any such dividend 

11 or distribution or at the time of any such pur- 

12 chase an asset coverage of not less than 110 

13 percent after deducting the amount of such div- 

14 idend, distribution or purchase price; and 

15 ''(ii) the business development company 

16 complies with subparagraph (B)(i), except with 

17 respect to any amounts that are required to be 

18 distributed to maintain the company's status as 

19 a regulated investment company under the In- 

20 temal Revenue Code of 1986."; 

21 (2) in paragraph (2), by striking ''if such busi- 

22 ness development company" and all that follows 

23 through the end of paragraph (2) and inserting a 

24 period; and 

25 (3) in paragraph (3)(A)— 
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1 (A) by striking ''senior securities rq|>- 

2 resenting indebtedness accompanied by''; 

3 (B) inserting ''either alone or aooompanied 

4 by securities/' after "of such oompaiqr,"; and 

5 (C) in clause (ii), hy striking "sraior". 

6 SBC. 210. FILING OF WUiTUfiN STATEBIENTS. 

7 Section 64(b)(1) of the Investment Company Act of 

8 1940 (15 U.S.C. 80a-63(b)(l)) is amended l^ mserting 

9 "and capital structure" after "portfolio". 

o 
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